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ABSTRACT 

The quality of American higher education is being 
seriously threatened by economic pressures that are unlikely to be 
relieved in the near future. As undesirable as it may be, it appears 
that more and more of the costs of education will have to be borne by 
the college and university students. The Yale University Tuition 
Postponement Option Plan was created to help relieve both the student 
and the university of some of their financial problems. The central 
characteristic of the Yale plan is that it links the student's 
educational costs to his ability to pay for that education over a 
working career. To the extent that the burden of repayments varies 
with income, the Plan relieves the student borrower of the necessity 
to alter his work or study plans in favor of remunerative careers. 

The proceedings of the second seminar on the Plan are presented in 
this document to share with other institutions Yale's work in the 
development of this kind of student financing. (Author/HS) 
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PREFACE 



The quality of American higher education is being seriously threat- 
ened by economic pressures that are unlikely to be relieved in the near 
term. As undesirable as it may be, it appears that more and more of 
the costs of education will have to be borne by the college and univer- 
sity students who, along with society generally, are the beneficiaries 
of that education. 

The Yale University Tuition Postponement Option Plan was created to 
help relieve both the student and the University of some of their respec- 
tive financial problems. The central characteristic of the Yale Plan is 
that it links the student's educational costs to his ability to pay for 
that education over a working career. To the extent that the burden of 
repayments varies with income, the Plan relieves the student borrower 
of the necessity to alter his work or study plans in favor of remunera- 
tive careers. 

The intention to initiate this problem was first announced by Yale 
President Kingman Brewster, Jr. on February 6, 1971. Sensing a strong 
interest in the Plan, Yale committed itself to give full and continuing 
publicity to the study which had gone into its birth. With this commit- 
ment, the first Tuition Postponement Seminar was held on April 5-6, 1971. 

The proceedings of this second seminar, held at Yale on November 
27-28, 1971, are presented to share with other institutions Yale's work 
in tne development of this kind of student financing. The analysis 
and findings presented in the April seminar have been updated to show 
recent developments in educational lending, including the actual results 
of the first year of Tuition Postponement at Yale. 

While one of the early proponents of new and expanded forms of 
educational financing, Yale does not pretend to have the ideal method 
for all schools. Tuition Postponement is an experiment in which Yale 
hopes to learn, along with others, how to deal effectively with some of 
the serious problems that face higher education today. 
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WORDS OF WELCOME 



Albert W. Buesking 
Associate Treasurer for Financial 
Management and Comptroller 
Yale University 

Charles H. Taylor, Jr. 

Provost and Acting President 
Yale University 



(Mr. Buesking) Good morning. I want to welcome you to our two day 
seminar. The auditorium is large, but others had higher educational priorities; 
namely, student activities. You will have to bear with ut cn the size- If 
you have difficulty hearing, we would ask that you move forward. 

This is the second of two seminars at Yale. We had one in the spring 
when we weren't sure exactly where we were going, but we shared what informa- 
tion we did have on the subject of deferred tuition. We will spend the next 
two days listening to people who have had intimate participation in the thing, 
as well as those who did not, and try to conduct a series of panels. 

Our work has been broken into four parts: economic, financial, legal, 

and educational research. We have organized in that fashion for these panels. 
The people on the panels are those who have had heavy participation in the 
study and development of the plan at Yale as well as elsewhere. 

We would like to open our session this morning by having Mr. Charles 
Taylor, the Provost and Acting President, speak with us briefly. President 
Brewster is on sabbatical leave in London, and will return in January. 

Charlie has had the joint responsibility of both the Provost's office as 
well as the President's office this fall. 

(Mr. Charles Taylor) Well, that is something of an exaggeration. At 
least 1 have had essential help in the Provost's Office from my associate, 

George Langdon, who has acted as Provost as much as I have acted as President 
in Kingman Brewster's absence. 

I am here simply to welcome you, and to welcome you on behalf of Presi- 
dent Brewster, because the plan that you are here to discuss is one in which 
he has had a long interest dating back over many years, the idea of an income 
contingent repayment plan in relation to the needs of higher education. 

1 should also emphasize that the plan now in operation here would 
simply not have happened without the energetic support of Yale's trustees 
and their willingness to go forward, even though we were finally unable to 
do so as a part of a larger group. 

Nevertheless, we continue to be deeply interested in pursuing the develop- 
ment of the idea and encouraging others to experiment with it, either in models 



like our own, or perhaps, not exactly like our own, as each institution's 
circumstances are particular. 

1 know that 1 speak for President Brewster when I express our appre- 
ciation of your interest in the subject, and your willingness to come here 
to share our experience. We do not pretend that the specific version of the 
plan which we have in operation here is the only way to do it. Exactly how 
to design a similar plan and what choices to make in relation to particular 
questions will differ for other institutions with different populations and 
different situations. 

We do know, from a national point of view, that in the long run an 
experiment by one or two institutions alone may not be a convincing demon- 
stration. We were disappointed that it was impossible for a larger group to 
go forward in the present year. We hope that a variety of programs will be 
offered next year. 

Unless a considerable number of institutions move along in directions 
that are analogous to this one, the chances for national success of the plan 
over the longer run are limited. The national government is in the best 
position to invest in such a plan in a reasonable way, spread over the entire 
college population. The prospect of interesting the federal government in 
doing that depends very much on a greater variety of institutions having 
shown the potential of the plan than is presently the case. 

So we are very grateful for your interest, just as we do think we 
already have some results of our experiment which are worth sharing with 
you, including clear evidence of the acceptability of the basic idea by 
students and their families. 

1 will turn the meeting back to Mr. Buesking. 
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INTRODUCTION AND BACKGROUND 



Albert W. Buesking 
Ya^u University 



(Mr. Buesking) Thank you, Charlie. I would like to mention a few 
logistical points. You all should have a registration package. It should 
contain an agenda, a copy of the Yale plan, which you may want to refer to 
at a later point in time, and the contract. There is a pamphlet which is a 
layman's description of the plan. There is a Question and Answer form, a 
pamphlet like a social security question and answer brochure; and there is 
a map of Yale to help you get around the campus. There is also a reprint of 
Jim Tobin's article about the economic basis of the plan, as well as an 
excellent bibliography listing everything, of which we have any knowledge, 
written on the subject. 

I would like to spend some time with you at the outset discussing a 
little background of Yale's plan and how we are proceeding. But from that 
point forward, I will hope that our discussion will dwell less about Yale's 
plan and more about the subject in general. 

The first item I think that is important is to go into the background 
a little bit, for those of you who are not totally familiar with the back- 
ground of the concept. For some of you who are intimately familiar with it, 
this will be redundant. Milton Friedman in 1955 in Chicago first discussed 
the idea of income contingent repayment loans for higher education. That 
was about sixteen years ago. 

1 2 

Shell, then an economist at MIT, and Zacharias, devoted a great deal 

of study to the plan. They were funded by the Office of Education when 
Harold Howe was Commissioner of Education. The Zacharias proposal ended up 
before Congress. It was a national plan that would encompass all of higher 
education. It did not go forward, probably because the large public land 
grant universities and their associates could not get together with the 
private institutions; there was considerable disagreement. 

Kingman Brewster has been interested for at least ten years, as Charlie 
Taylor mentioned. I can refer you to a speech 3 Q f his in 1961 when he had 
first left Harvard and became Provost here at Yale in which he was discussing 
the idea. 



^Karl Shell, now Professor of Economics at the Wharton School at the University 
of Pennsylvania. 

2 

Jerrold Zacharias chaired a Presidential Panel on Educational Innovation 
in 1967. 

3 

Brewster, Jr., Kingman. "Two Yale Experts Discuss: Federal Aid for Private 
Education." Yale Alumni Magazine . June, 1961, pp. 13-14. 
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In 1969 and 1970 It seemed that the time was right to proceed with 
some sort of plan at Yale and other places. We made a capital grant pro- 
posal to the Ford Foundation to attempt a pilot plan In our graduate and 
certain of our professional schools. This was the time when we really became 
Interested and got under way at Yale' Ford considered our proposal to pro- 
vide the capital to lend to students on an experimental pilot model In the 
graduate and certain professional schools, but In the spring of 1970 decided 
that It Indeed could not finance such a plan. It was too small scale an 
experiment for them to undertake. It Involved the relationship between a 
major foundation and a major private Institution, which was thought might 
not be perceived correctly In the educational c^ nnunlty. In addition. Ford 
had some reservations about the details of our plan. Its possibilities for 
success, and so forth, so that that proposal was disapproved In the spring 
of 1970, 

Now, you all know the financial crisis that has been upon us, and by 
the spring of 1970 our own financial situation at Yale became extremely 
clear: It was very difficult. We have had Increasing deficits for five 

years, from small to substantial' The problem of financing was a very 
difficult one. Yale has followed a policy of admitting to the college, and 
the graduate and professional schools, pretty much without regard lO need, 
and without regard to resources. We finally decided we could no longer 
increase our gift scholarship grants to student aid above the level that 
was incurred in the 1970-71 academic year. 

Then the problem became, how do you finance Increases in tuition? 

Because obviously we felt those increases would come- Our costs were still 
rising at a rate that we could not accept without passing at least a portion 
of it along to the students through tuition. So In the summer of 1970 we 
undertook a unlverslty-wlde study to develop a plan that we could make 
operational the following year. Again we asked the Ford Foundation's involve- 
ment, because its philanthropic interest in this area, we thought, was quite 
substantial — and indeed it was. Ford attempted to get twenty-two major 
private and public institutions, minority and majority institutions, In- 
volved in an experimental program that would start this past July 1. Many 
efforts were put forth by those institutions and by the Ford Foundation to 
develop a plan involving in some fashion the Ford Foundation in the financing 
and underwriting of those plans. 

After about three months of effort irom late October until about the 
end of January, the Ford Foundation and the other institutions came to the 
conclusion that they could not get their plans in order in time, Yale was 
faced with the decision of going ahead by itself without participating in a 
larger-scale experiment, or abandoning its plans at that point. The decision 
of our trustees and our officers was to not abandon the plan On the 6th of 
February it was announced that we would proceed with the deferred tuition 
plan for the academic year 1971-72. One other institution decided to conduct 
an experiment on a smaller scale. Duke does have a plan, and two representa- 
tives of Duke University will be here to discuss that plan, 

A number of other plans are being discussed The Governor of Ohio pro- 
posed legislation about a form oi defur -ed and variable repayment loans. Many 
other state legislatures are studying the idea. That gives an idea of our 
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background on how and where we ar^. We have done little original conceptual 
work; we did some. Primarily we attempted to take an idea and make it 
operational. • 

I would like to describe the characteristics of the plan for you, so 
that you won't have to read them out of that heavily legalistic, document, 
the Plan. Again, this may be redundant for some of you who are familiar 
with it, but I think it is worthwhile going over it. 

The first major characteristic is the tax rate on adjusted gross in- 
come. The tax rate is .4 percent per $1,000 deferred, times the annual 
adjusted gross income, for a period of up to 35 years. Now, the tax rate 
is a major variable in our plan. You could have higher tax rates and shorter 
term, or lower tax rates and longer term, although 35 years seems to be as 
long as you might like. We experimented with a number of tax rates and term 
variables. Our economic research panel will discuss that in detail. 

The second feature is the length of term. Thirty-five years is the 

length of the obligation of the group and the individual. That is quite 

long. It is aimed at being the earning lifetime of the individual. After 
second thoughts on our part, it may seem overly long, but in fact that is 
the time period we have. 

Another characteristic is the semi-annual payment on the part of the 
individual. We wrestled with the monthly, quarterly and annual payment. 

Those of you who have attempted to make an annual tax payment on your 
house know how difficult it is; and yet a monthly payment plan, in talking 

to finance companies and banks, is costly to administer because of the 

frequency of the payments. So we settled on the semi-annual payment. 

The next characteristic of the Yale Plan is that it applies to tuition 
increases only. It is not a plan that is aimed at financing all tuition 
at Yale. It is aimed at financing a portion of it. Currently, the freshman 
taking the maximum allowed would pay about 25 percent of his total education 
bill at Yale. 

Another feature, which Charles Taylor dwelt on briefly, is the fact 
that this is a five year experiment. Unless other long-term financial 
institutions, or governmental agencies and the administration, come up with 
some new forms and ways of long-term financing, we can offer this for only 
five successive years, and then our capital capacity will be pretty well 
exhausted. As we look at the capital requirements of this plan beyond five 
years, it is more than the Chemical Bank would probably be willing to lend 
us. So we have limited it to a five year offering. We will have invested 
about $25 to $28 million of Yale's credit in the form of debt in this pro- 
gram over this period of time. 

Another feature, which is a controversial one, is the fact that this 
is both an individual obligation and a group obligation at Yale. Most of 
the other plans you may have heard about and the experiments you may have 
read about have aimed at individual, variable term, variable rate repayment 
loans. Our plan is in effect like a mutual income insurance group. It 
operates exactly as if we were in a group life insurance plan instead of a 
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group insurance income plan. For the individual who fails to meet his 
obligation t either through death (which is handled by group life insurance) 
or through a bad debt t jr just pure catastrophe ^ the group as n whole has 
his obligation and his interest cost to pick up. And at such time as the 
group as a whole has discharged its obligation to Yale (that is! the amount 
deferred plus Interest cost) * the group as a whole is discharged. 

Now f there are floors and ceilings on payments of individuals, both 
for legal and tax reasons, as well cs probably purely market reasons. There 
is a minimum repa. orient required of every participant. Every individual who 
joins the plan must pay back what he deferred. He, in effect, has an 
interest-free, administrative-cost-free loan for the period of time. He 
has to pay $29 a year for 35 years for each $1,000 that he defers. So that 
everybody is obligated to pay back the amount deferred, even if the group 
discharges as a whole. 

On the other hand, we also felt there should be a practical limit as 
to what people were obligated to pay. We played with everywhere from 200 
percent as a buy-out amount to 112 percent. The amount is based on the 
usurious rate of interest in Connecticut, which is 12 percent. We finally 
r.ettled on 150 percent. So that an individual who does very well, or an 
individual who doesn't like the idea of this contract once he has entered 
into it, may get out of the plan by making a payment ot 150 percent of the 
amount he deferred plus interest. The 150 percent may result just from his 
high income reported on his form 1040, so that as he pays and he reaches 150 
percent, we will notify him. But if after four or five years out he either 
comes into some money or he just doesn't like the idea of this long-term 
debt, he can buy out with a penalty, and the excess amount over his principal 
is all deductible as interest. 

We have what is an equitable spouse rule, we hope. Even with Jim 
Tobin's help, we were still unable to find a spouse rule that was totally 
equitable under all situations for both male and female, and for the group 
as a whole. So that we do have a spouse rule that has some question about 
it, but it has, in our mind at lease, the minimum amount of complications. 

The final feature of our plan, which is not a characteristic but is a 
fact behind it, is the method we chose to finance the plan. We are using 
short-term borrowing from commercial banks at a formula that relates to the 
corporate prime rate. Whatever it costs us to borrow, we will pass that 
along directly co the student by re-setting the Interest rate every six 
months in the plan. Yale's cost of administration, not to exceed one per- 
cent, will be added. We neither Intend to do wall or do poorly based on 
fluctuations in the cost of money. 

As I said before, in mounting this plan, in the summer of 1970 we 
decided it would be necessary to almost take a task team approach. We 
started to do extensive research into the economic underpinnings, the legal 
underpinnings and the financial approaches that we would take. Needless to 
say, the educational research is still virtually untapped. We have only 
just started that, and it will be discussed. Jim Tobin is going to talk to 
you shortly in the major economic area, and we have a panel that will discuss 
it In more detail. In brief, we looked at Income profiles of Yale graduates, 
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primarily in the college, and secondarily in the graduate and professional 
schools, with some assistance from the national census data of 1970. We 
looked at inflation rates and Interest rates. Then we developed a computer 
model which would hold all of this data, and then tell us what tax rates 
we would need to «pply to those incomes. More about this later. 

In the legal area we did substantial research, with the assistance 
of Wilmer, Cutler and Pickering, a Washington law firm, and with Wiggin and 
Dana, our local counsel. We looked at usury, the precedents of law in- 
volved, the tt»< treatment, including In.ernal Revenue Service treatment, 
Truth-in-Lending, and the Uniform Consumer Credit Code. This latter happened 
to be in the State Legislature of Connecticut at that point in time, and 
has also, I think, been written into the law o£ at least five or six states 
across the nation now. Most of the rest of the states are considering a 
form of Uniform Consumer Credit Code. 

In the area of the legal work we have had two accomplishments at 
least. We do have an Internal Revenue Service ruling which provides for a 
unique tax treatment. Mr. Tobin has described it as a very favorable ruling. 
The first payments an individual makes are all considered principal. When 
principal has been repaid, some small amount of subsequent payments will go 
to pay group life insurance, and then all succeeding payments are deductible 
as interest. Interest payments are into those years where the individual 
is more likely to be at a higher tax rate. The benefit of those deductions 
is therefore greater than if he had received them in earlier years when he 
may have been taking the standard ten percent or $1,000 deduction, and might 
not have had sufficient deductions to itemize. 

The methods of financing the plan can be varied. We looked at long- 
term debt, we looked at short-term debt. We talked to pension funds; we 
talked to commercial banks; we talked to insurance companies; and we talked 
to l../estment bankers. Our panel this afternoon will include representatives 
from each of these kinds of institutions, and will discuss it. 

In brief, we will finance the plan with short-term borrowing, roiling 
the debt over every 90 days, until such time as we devise a longer term 
method and a more stable method. Our desire is to tie as closely as possible 
to current interest rates and not lock into a long-term 35 year rate, which 
might be either to our detriment or to the detriment of the group. 

In the educational area, as I said, we have only started research. 

We will have a panel to discuss this. We are looking at our own students 
at least. What are the socio-economic factors involved in their decision- 
making to participate or not participate in this plan? What motivates 
people toward this ? What are their risk preferences? Do they like to avoid 
risk or do they like to undertake it? 

Another consideration in deciding to move ahead when we did had to do 
with the various constituencies with which we all have to deal. The timing 
seemed right for all five of our major constituencies, who seemed receptive 
and interested and were willing to move forward. I classified those in our 
case as the Fellows of the Corporation (Yale's trustees), the officers, the 
faculty, the students and the alumni. The degree of briefing and the degree 
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of participation and the degree of acceptance of these varied. But, 
needless to nay, we did have to get the formal consideration of the 

officers and the trustees. But Just as important, we have to brief and 

get the general acceptance of the student body involved and the faculty 
and the alumni. 

It took 8 . fair amount of organized effort to develop things to this 
point in time. We set up a separate identifiable group called the Tuition 
Postponement Office. Bill Curran is the Acting Director. He has three 
associates, one for student affairs, one for alumni af. airs, and one for 
research and evaluation. The reason 1 mentioned this is that anybody who 
is seriously interested in such a program should be willing and ready 
to commit some resources to it, because you cannot do it as a hip-pocket 

operation. We felt that we had to move it out of our regular bursar, 

financial aid, and student loan operations until we had the thing off the 
ground and running. At that time we might be able to fold it back into 
the regular organization structure that we have for these things. 

Start-up costs were not insubstantial. To date we estimate we have 
probably invested a quarter of a million dollars in the plan. These are 
purely for start-up. Some of this I don't think will ever have to be 
invested again by those of you who develop your own plans. The legal 
research that was done, except for the particular application to other 
states, or on specific forms, we think is done and over with. Because 
the Internal Revenue Service ruling, for example, will become a public 
ruling, it will be more procedural than fundamental to file for an 
Internal Revenue Service ruling on a given plan that seme other institu- 
tion might come up with. 

We did a fair amount of computer modeling to assist us in analyzing 
our plan. That model is available to anybody who would like to pick it 
up and use it for a very minimal investment on their part, to understand 
the thing and bn able to have their people operate it. 

I might summarize our objectives in the plan — and I think Jim 
Tobin can probably add to some of these — as 4 ’e from Yale's own finan- 
cial situation, which was not the overiding predominant interest, although 
it probably affected our timing. The first is to provide long-term credit 
for students to invest in themselves. There is no vehicle currently where 
they can go down to the First New Haven National Bank and borrow for ex- 
tended periods of time without credit sources or assets. 

The second objective is to stimulate interest in the plan throughout 
the educational community with a viable, workable plan, and communicate 
how wc are doing it to others so they can Judge it and perhaps move on 
with it themselves. 

A third is to stimulate the foundation of a secondary money market. 
Some of the bills before Congress have contained the idea of a secondary 
money market. As I mentioned earlier, our capital requirements became so 
substantial in a very short period of time that we had to limit ourselves 
to a five year offering. Hopefully, we will find other ways of creating, 
the capital that will be necessary to finance ourselves as well as others 
on a long-term basis. 
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Our results to date — these will l«e dealt with in detail later — 
are briefly: something over 1,400 contracts have been signed by students, 

with the freshman class having the largest percentage, almost a third, 
and the senior class about a sixth, and varying degrees of participation 
in the graduate and professional schools. Surprisingly enough, you couldn't 
say that the arts and humanities students are taking it and the lawyers and 
doctors are avoiding it. (Actually, income expectation is pretty good across 
all income profilet and across all participants.) 

One final feature, and then we will have Jim Tobin talk with us, is 
that in attempting to deal with the majority problem (that is, when students 
reach age 21) we require that both he and his parent or sponsor execute the 
contracts. We decided we couldn't execute a contract with a parent on his 
income. So that in fact the student who signs up is really only committed 
to a short-term compound interest (but straight interest rate) commitment, 
and he can buy out before graduation if he elects to do so. So that if three 
or four months before graduation time the student decides, "I don't like 
the idea of a long-term plan, I didn't understand it when I was going into 
it," or "the truth-in-lending statements were not clear," then he can say 
"I want out." We have a pre-graduation settlement feature. What he pays 
is the principal, a small charge for insurance and the compound interest 
to date; then he is not a participant in the long-term phase of the plan. 

So there may be some of our participants using this as a convenient 
borrowing device while in school. Unless we end up with an adverse selection, 
with all those people who are going to do well deciding to get out, and all 
those who are not going to do well deciding to stay in, it should work out 
all right. Our basic assumption is that we will have among participants a 
distribution of incomes and occupational mixes similar to those that we 
have had historically at Yale. 

I would like to have Jim Tobin talk with us. Jim was our senior 
economic advisor and participant in the plan. Jim Tobin and Joe Peck from 
the Economics Department are going to be on the panel this afternoon. 

They all worked very heavily on that aspect of it, as well as provided 
guidance and counsel to Kingman and the rest engaged in the development of 
the plan. It is to his great credit that we think the economic risk in the 
plan is minimal for Yale, and is very fair to the student. I think those 
features are primarily the result of his efforts and his input. 
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ECONOMIC CONSIDERATIONS IN TUITION POSTPONEMENT 



James Tobin 

Sterling Professor of Economics 
Yale University 



(Mr. Tobin) I don't know if any of you have had a chance to 
see the issue of the Yale News which came out on Friday. You must 
realize that we just had what we parochially call The Game, and on 
that weekend you can't always be sure that issues of the college 
newspaper are genuine. 

Well, this purported issue of the News announced the decision 
of the Yale Corporation to have the first domed college football 
stadium in the United States. According to the paper, this was a 
premature disclosure of a decision which the Corporation was not 
yet ready to announce officially because they were waiting, it said, 
for Professor Tobin to produce a financing plan. 

But another story in the same issue said, "A student close to 
Professor Tobin has disclosed the details that he has in mind for 
the financing plan, which will consist of the Ticket Postponement 
Option. You me subscribe to seats in the new dome-covered Yale 
Bowl for 'The Game' and other games. The percentage of your life- 
time income that you pay for the tickets varies depending on how 
good the seats are." The satire is so well done and well informed 
one would think it was done by people here at Yale. But past ex- 
perience is that these spoofs are due to the newspaper of the 
visiting college; so the Harvard Crimson is presumably to be cre- 
dited. 

Let me begin by saying that as a faculty member and not a 
member of the administration, I can be free to diverge from what 
might be the official line. I may do so inadvertently, and you 
can't hold the administration to what I say about the philosophy 
of the Plan or its details. 

Let me list a few of the premises of the Tuition Postpone- 
ment Plan as I see them. One is that it is necessary and inevit- 
able that students pay a larger part of the cost of operating 
universities like Yale, and mosi: other colleges and universities 
too. These costs are rising faster than incomes coming from fede- 
ral, state and local governments and from private philanthropy. 

This doesn't mean that students will pay the full cost of their 
education, whatever that ~ay be. But they will have to pay a 
higher percentage of this cost. The percentage will differ between 
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state institutions and private institutions, and among private 
institutions. But I think it is inescapable that students will 
have to bear a larger share of the burden of financing their educa- 
tion. That is premise number one. 

The increased burden may take one of two forms in an institu- 
tion like ours. Either those students who now pay full tuition 
and don't receive financial aid are going to pay more? or the amount 
of financial aid given to those in need is going to cover a smaller 
portion of the costs levied on the students, or both. In this case 
some other means has to be provided to enable financial aid students 
to make up the difference. 
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Faced by financial problems, as this university is, the objec- 
tive of the administration has been to maintain the quality of the 
institution while maintaining its strong commitment to be open to 
students without regard to their economic or financial background. 
And the university does not want to sacrifice this commitment to 
the necessity of charging higher fees to students. 
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anything beyond that 



Apparently we have to look for a scheme which places greater 
reliance on some kind of loan. First of all, we might ask, why 
must the loans be made through university sources, or through 
special private or public sources? Why can't they just be loans 
in the general market, from your friendly neighborhood bank cr 
insurance company? Of course, these are genuine possibilities. 

But in the past, aside from special efforts with government guar- 
antees, there has not been an easily available source of long- 
term loan 5 ? for financing higher education. 

There are in any case good reasons to think that the univer- 
sity can be of service as an intermediary between students and lend 
ing institutions. The university can use its own credit to con- 
solidate and guarantee vast numbers of student XOU's. There is a 
considerable economy in having the university -- or some consor- 
tium of universities or some public institution -- deal with the 
ultimate lenders rather than have each student deal with the lend- 
ers individually. The university may have a considerable advan- 
tage ever financial institutions in dealing with its own students 
and alumni in the administration of loans. So 7 . think there is a 
case for saying that the university can provide a service by being 
an intermediary between the borrowers and the ultimate lending 
institutions . 

In any case, there certainly is a gap in the menu of finan- 
cial instruments available for the financing of higher education 
in the private market. The risks involved in lending to indivi- 
dual students, combined with the cost of administration, have dis- 
couraged purely private lenders from going into this business on 
a big scale. There is a gap in the loan market which needs to 
be filled. 

The next question might be, "Why long-term loans?" As we 
know, most of the educational loans available in the past have 
been rather short in term. This has been true whether they were 
made by banks or from the various subsidized loan funds that 
many institutions have. The advantage of long-term loans is that 
in the first few years after graduation the ability of the alumnus 
to repay the lender is at its least, and the burden of loan re- 
payment is at its greatest. As income rises with experience and 
seniority, ability to repay loans increases rather than diminishes. 
Paying back any substantial educational loan in the first ten 
years after graduation would be a real burden on graduates who 
don't happen to inherit a fortune. The absence of long-term 
loans, I think, has been a serious shortcoming in the loan pro- 
grams available to students in the past. 

I am going to come back to this question in a few minutes, 
but let me go on to the next question: Why income-conditioned 






loans, the sort that we have in our Tuition Postponement Option? 
Why not simply make conventional long-term loans available, fix- 
ing the dollars to be paid back? Why not use a fixed schedule 
of payments in dollars rather than a schedule that varies between 
borrowers according to their income experience? 
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The trouble with a conventional fixed dollar debt is that 
if a graduate turns out to have a low income career, either by 
choice or by luck, then that fixed dollar obligation is a heavy 
weight around his neck. It would be very hard for writers and 
artists who never quite make it to repay $10,000 or $12,000 of 
debt plus interest. 
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The students are relieved of the risk of having to repay debt 
without any income. But the lender isn't really taking much risk. 
This is the magic of the law of large numbers. Even though we 
don't know that any particular student is going to do well or 
poorly later, we can guess with a great deal more confidence what 
a large group of them will do on the average. The variations in 
ability to repay debt among individuals wash out for a large group, 

It follows that the university can assume the risks that 
would otherwise be on the shoulders of the borrower without taking 
a lot of risk itself. This is another way in which the university 
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vice as an intermediary between lenders and borrowers: 
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The insurance scheme in the Plan can also be regarded as a 
redistributional scheme. It is redistributional because those 
alumni who do have high incomes are going to pay more to the 
university for their education than those alumni who have bad luck 
or choose careers that don't pay high incomes. In the insurance 
sense, this redistribution is nothing more than the kind of redis- 
tribution you get when the premiums of people whose houses don't burn 
down are distributed to people whose houses do burn down. We don't 
normally think of this as redistribution and worry about whether it 
is fair. If you take out fire insurance and pay premiums and never 
have a fire, that is just the luck of the draw for you. True, 
your premium will help to rebuild the houses of those who do have 
fires, but you don't regard yourself as subsidizing them. There 
but for the grace of God.... 

But it may not be fruitful to push the insurance analogy too 
far. Let us admit there is also a redistribution between higher 
income alumni and lower income alumni involved in the Plan -- 
especially if those who have higher incomes had no choice but to 
borrow in the Plan when they were in college, and especially if some 
of the low income alumni chose that status partly because so much 
of the gains of working harder or more lucratively would go to 
Mother Yale and Uncle Sam. Even so, I don't think it is a very 
revolutionary or objectionable kind of redistribution. Most 
institutions of higher education are already accustomed to redis- 
tributions based on parents' incomes. Financial aid programs 
deliberately involve the idea that parents of students who are able 
to pay should pay more than the parents of students who are not. 

The Tuition Postponement Option merely applies the same principle 
retrospectively to the students themselves. 
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Another question along the same line is -- why not offer the 
students a choice? Why not have both plans available, a fixed dollar 
plan and an income-conditioned plan, and let every borrower choose 
which one he wants? 

We don't really know whether that can be done successfully. To 
a limited degree, it is being done in our Graduate School of Arts 
and Sciences. We will probably learn something from that experience. 
On the other hand, there is an obvious danger of adverse selection 
in offering both plans at once. There would be a tendency for those 
students who believe, and probably with some justice, that they are 
going to be the high income alumni, to choose fixed dollar loans, 
and those students who think they are going to be the low income 
alumni, to choose the income-conditioned loan. 



But business corporations sell both stock and bonds 
can’t individuals do that too? Common stocks are analog 
conditioned loans. When a corporation issues shares, it 
shareowners a portion of it3 future income, just as tuit 
poners are giving Yale some share of their future income 
of equity in themselves. Corporate bonds are analogous 
tional fixed dollar student loans. 
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But there is a big difference. The analogy breaks down. The 
university does not, cannot, make an individual deal with every 
student, tailored to his income prospects and balance sheet. We do 
not, cannot, make the price at which he can sell equity to us vary 
with his prospects and with our appraisal of his prospects. We 
are making a blanket offer to buy the "equity" of all students at 
the same price. The stock market appraises the income prospects of 
each business, how much it has borrowed, and decides how much a 
claim on the business' income is worth. A blanket arrangement 
offering the same terms and price to all students has to be one plan 
or the other. The group decision must be made to decide which one 
is better for most students. 



Bill has referred to a good many of the features of the Yale 
Plan. You will be discussing others in your smaller groups in the 
next two days. You will want to know the particular features and 
details of the Plan compared to other plans. But I hope you will 
not lose perspective. The differences of detail between proposals 
of this kind are really rather minor compared with the basic 
principle of scaling payment obligations to income. 



The outside limit of a borrower's TPO commitment is thirty- 
five years. A great many students are a little appalled by that 
number. Thirty-five years is an awfully long time when you are 
barely half that number of years old. I suppose it is understandable 
that students think "God, I am signing away my life for thirty-five 



years . 
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Of course the main purpose of the long term is to provide an 
advantage for the student. If you sign away your lifo for thirty- 
five years, you sign away a good deal less of it per year than if 
you sign it away for only ten years. So the long-term nature of 
the Plan is really an advantage, not a disadvantage, to the borrowin 
student. One of our biggest public relations problems, I suppose, 
is convincing the student to view the long pay-back period in the 
proper perspective. 
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But maybe students prefer to pay faster. I want to emphasize 
that our Plan provides that the borrower who wants to pay back 
faster has the opportunity to do so. Although your obligation in 
any one year is based on your income (four-tenths of one percent of 
your adjusted gross income for every thousand dollars you borrow) 
you can pay more than that into the Plan at any time you want, and 
you will be credited with the interest rate on the excess of your 
payments. This could be a rather convenient savings vehicle for 
many people, since it would yield an interest rate in excess of the 
prime rate. Savings banks don't pay anything like that for money 
you put aside. You can take the money out by paying less than 
required in a later year, or in cash at group termination. When 
the payment group as a whole has paid back everything, if some 
individual member has paid more than he needed to on the basis of 
his income up to that time, then he gets his overpayment back. He 
is not losing by repaying in advance. So if anybody wants a schedule 
of repayment which is faster than the one that is allowed for, 
individually he may choose that. 



As Bill said, if the borrower pays back enough -- by just 
following the agreed schedule or by advance payments or even by one 
whopping advance payment -- if he pays back enough so that he has 
repaid the university one-hundred-fifty percent of what he borrowed, 
with interest on that one-hundred-fifty percent, then he is indivi- 
dually excused from further payments and his debt is discharged. 

We cannot claim to have scientifically arrived at this early repay- 
ment penalty of fifty percent. We had two obvious considerations 
in mind. One is that in order for an income-conditioned plan to 
work, some people have to pay back more than they borrowed plus 
interest, because some people pay back less. The average has to 
come out so that Yale gets back its money at the interest rate it 
has to pay. 



On the other hand, if we say that everybody has got to continue 
payments proportional to income no matter how much they pay back, 
then we may discourage those people who expect to earn large incomes 
from participating in the Plan. So we have got to have some indivi- 
dual cut-off point low enough to keep the lucky high-income people 
in and at the same time high enough to compensate for the below 
average earners. We don't know whether one-hundred-fifty percent 
is that point or not. We will find out after thirty-five years or 
so. But we hope to find out at least a little bit about the expec- 
tations and characteristics of the students in the Plan before then. 
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I mentioned the group termination provision. I think that is 
really a very nice feature of the Plan. The members of each payment 
group all start paying in the same year. To many borrowers, member- 
ship in the Tuition Postponement Class of 1975 may be as important 
as membership in their Yale class. They can have reunions of the 
Tuition Postponement Class and urge their fellow members on to 
greater incomes and harder work. The sooner that class pays back 
the collective debt plus the interest that Yale has actually 
incurred, plus the allowance for administration costs, then the 
sooner the whole group is discharged. This makes it possible to 
say that the universit_ cannot make money on the Plan. 

We guarantee that even if the group has not terminated its 
collective obligation before thirty-five years, it will still be 
discharged after thirty-five years. It is a one-way risk. Favor- 
able events during the earnings years of the Tuition Postponement 
Class of 1975 will rebound to its benefit by moving up the termin- 
ation date. Unfavorable events, if they are just a little unfavorable, 
will postpone the time it takes the group to terminate. If events 
are very unfavorable and the group does not terminate before the 
thirty-five year limit, then that is Yale's loss. Our calcula- 
tions indicate that the expected time of termination is twenty- 
six or twenty-seven years. So Yale has an eight year margin to 
cover the possibility that our expectations of the incomes of the 
borrowers are too optimistic. 

The other aspect of Yale's Plan 1 might mention is the way 
Yale is raising the money by short-term borrowing. The essential 
reason for borrowing short-term is to have a variable interest 
rate, an interest rate to which we are not committed for a long 
period of time like twenty to thirty-five years. If we could 
encourage a degree of innovation on the part of the financial 
institutions so that they would provide a long-term instrument 
with a variable interest rate, that would be better than having 
to roll over short-term credit every 90 days or six months. We 
hope that innovation is not confined to academic circles, and that 
we can encourage some innovation in debt instruments that will 
be suitable for this kind of situation. 
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The unfavorable outcome, if Yale had to borrow at fixed 
interest, would be that we were over-optimistic about the future 
of Yale alumni incomes. Perhaps they grow very slowly; maybe our 
graduates' productivity doesn't grow as fast as in the past. 

Maybe inflation isn't as great as we anticipate it. But we still 
have 8 percent around our neck. The students even after thirty- 
five years have not repaid enough for us to pay back the loan with 
interest. This is the unfavorable contingency. And this unfavor- 
able contingency could mean a loss to Yale, not just a postpone- 
ment of the group termination for the borrower. 
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Now , of course, none of this saves us from the ultimate 
cataclysmic risk that all Yale students decide to become beach- 
combers in the South Seas, and never earn a nickel after they 
graduate. Then we won't get any money back. In that case, we 
probably wouldn't get the money back from fixed interest loans 
either. But we wouldn't have any legal recourse under our type 
of loan. So that perhaps is the gamble that we take. 

Of course, these problems would vanish if the government 
provided or guaranteed the financing. A secondary market could 
be created in Washington to purchase educational paper of this 
kind. Or the Treasury's borrowing capacity could be used to raise 
the funds. 

Finally, let me emphasize that this is an experiment. We 
are beginning to find out what the degree of acceptance by our 
students is and what it will be. We are just beginning to find 
out what kinds of students choose it, and what kinds don't. 
Fortunately for those of us who were in on the designing of the 
experiment, a full verdict won't be in until we are not here any 
more . 

Thank you. 

(Chairman Buesking) Are there any questions that you would 
like to ask Jim about this? I have one. Did you mention the 
three percent variance between the assumption of growth in incomes 
and interest rates? 



(Mr. Tobin) I should have mentioned that. Our calculation 
of the expected time it would take a payment group to repay is 
twenty-six or twenty-seven years. This calculation is based on 
the assumption that Yale's borrowing interest rate will exceed 
the rate of growth of Yale alumni incomes by three points. 

Should it turn out that, as between 1950 and 1970, the incomes 
of college and university graduates rise at 4 percent a year, 
we are all right if we can borrow at 7 percent, three points 
higher than that. 

Should it turn out that, because of inflation, the rate of 
increase in alumni incomes is 6 percent a year, then our calcu- 
lation of 26-27 year group termination would depend on borrowing 
at 9 percent. There is always a 3 percent difference. With the 
help of public guarantees or publicly-supported secondary markets, 
you might possibly be able to diminish that margin. That would 
diminish the cost imposed upon the borrower. 

(Voice) I think you probably should say something about how 
you treat women. 
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(Mr. Tobin) We treat woman tha same aa man. A borrower's 
obligation to repay in any year depends upon his or her income, 
or one-half of the joint income of the two spouses, whichever is 
higher. Mayba I can giva you an example. If you are a Yale man, 
and you borrow $5,000 during your career at Yale, your normal 
obligation is to pay back 2 percent of your income. The question 
is, what incoma is it you are supposed to take 2 percent of? 

Suppose you have chosen, after graduating from Yale, to stay at 
home and raise the kids and fix the leaky roof, while your wife, 
who didn't go to Yale, is earning $20,000 a year as a bright tax 
lawyer. If the couple files a joint return, then the income that 
the Yala graduate must use in calculating how mucii he must pay is 
half tha joint income, or $10,000. So the wife has assumed an 
obligation under the Tuition Postponement Option by marrying the 
indebted Yale graduate. 

If two Yala borrowers marry each other and they each have 
borrowed $5,000, than each one has an obligation of 2 percent 
of some income. If they each made $20,000, it would be the same 
as if they were single individuals. They would each be paying 
2 percent of the $20,000. 

If, however, one of them makes $30,000 and the other makes 
$20,000, the obligation is still expressed for each of them as 
2 percent of the individual income or one-half of the joint income, 
whichever is higher. One-half of the joint income would be $25,000. 
So the individual making $20,000 would be paying on an income 
base $5,000 higher than his or her own income; that would be the 
consequence of being married and having uneven incomes. 

I think it must be true d_e facto , that a couple can avoid 
paying on the basis of their joint incomes by filing individual 
separate tax returns. It is only the couples that file joint 
tax returns that are going to be treated differently from two 
single individuals. 

(Chairman Buesking) I think the legal panel will discuss 
that some more. One thing we did not attempt to do in the Plan 
was to solve deficiencies in tax law, that is, income which escapes 
the 1040, which is tax-exempt. There are a number of loopholes, 
and there are a number of inequities because of the tax law and 
joint versus single returns. We tried to take those inequities 
as given without solving them, even though we wouldn't have total 
equity as far as incomes were concerned. 

(Margaret Howards, Hampshire College) I haven't really 
thought this whole thing through yet, but it is clear that once 
you state "whichever is higher," in the majority of cases you are 
applying a different rule to men, because there is discrimination 
in employment patterns. There are not many families where the 
woman earns more than the man. So that in most cases the man, 
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if he ie a Yale graduate, will be paying on his full income, and 
in most cases the woman would pay on half the family income. Now, 
as I say, I haven't thought through the equity, but I wondered 
what your rationale was for including the provision "whichever 
is higher . " 

(Mr. Tobin) Well, we have women students and we expect 
to have more in the future. We expect that many of them will 
avail themselves of the plan. Suppose we have an old-fashioned 
woman student who borrows a good bit of money to go to Yale, and 
then becomes a housewife for the rest of her life. Are we to say 
that she has no obligation whatsoever because she has zero indi- 
vidual income? That is the kind of problem we have. We think 
that she contributes to the joint income. She contributes to 
the household of which she is a member. It is not unreasonable 
to expect her husband to pay some of the cost of her education 
as well as his own. He may not even be a borrower himself. He 
may have gone to Princeton. 

Beyond that, once you have a joint income tax return, there 
is a lot of room for finagling as to which person is actually 
receiving the inconi. This is certainly true of non-labor income. 
For example, with pxoperty income you can reshuffle the income 
between the husband and the wife. If we allowed repayment on a 
completely individual basis, then we certainly would be giving 
an incentive for a household to assign all of the non-labor income 
it could to the person who has no debt. 

(Voice) Do you think this Plan will have any effect on 
alumni giving? 

(Mr. Tobin) Are you going to have someone from the Develop- 
ment Office to comment on that? 

(Chairman Buesking) We will not have Alumni Fund or Develop- 
ment people on our panels. Although we don't know what the effect 
of the Plan on alumni contributions will be, we have made some 
assumptions about the effect. One is that it doesn't change our 
basic appeal to alumni. Those who are going to give are probably 
not affected by this Plan very much. They will either not partici- 
pate in the first place or they will have terminated. Those who 
are affected by the Plan, who are participating in it, have an 
obligation that is unconventional instead of conventional. 

You have the same problem with people who have conventional 
loans of sizable amounts. They have an obligation to Yale. We 
would appeal to them annually to give to Yale. The basis of that 
appeal is that they didn't pay for the full cost of their education, 
regardless of the loan. If they are doing better than they did 
when they first got out, we would like them to contribute back to 
Yale some portion of the subsidized education they received. I 
don't think that appeal will change. 




The fact that you stretch the obligation over twenty-five or 
thirty-five year'j, and that the alumnus starts to view it as a 
routine paymen - like the annual $50 contribution to the alumni cam- 
paign, may affect alumni giving. But we don't really know. That 
is one thvng we will have to research and find out. 

(Voice) Assuming a student borrows $4,000 and makes payments 
over a period of 27 or 28 years, at the going interest rate, and 
assuming the median Yale income, what would be the total amount 
that the student would pay over the term of the loan? 

(Chairman Buesking) It is not unlike repayment of a conven- 
tional mortgage on a house. He pays buck a multiple of what he 
borrowed. Depending upon how it runs, he may pay two, three or 
even four times what he initially borrowed. If you look at the 
tables on conventional mortgages, on loans for your house, you 
will find you are paying a multiple also. 

(Mr. Tobin) You have some papers that answer that question. 

(Chairman Buesking) The truth-in-lending statement will 
give you some examples of what different students with different 
incomes will pay back. 

(Voice) When students opt for the program are they aware 
that they might have to pay $12,000 or $16,000 back over a period 
of years? 

(Chairman Buesking) The truth-in-lending statement requires 
that we inform them of this, and in fact we do. The student must 
sign a document which the people in the office also uign which 
affirms that they have been briefed about the implications of 
the Plan. 

(Mr. Tobin) If ;ou think of 7 percent compound interest, 
you are talking about an interest rate which will double y >ur 
money in ten years, or your debts, and double them again in 
twenty years. Compound interest is a very powerful thing. 

(Voice) But usually your mortgage is nov compounded. 

(Mr. Tobin) Mortgage interest ijs compounded on your unpaid 
balance. Interest is calculated exactly the same way under the 
Tuition Postponement Plan. 

(Voice) In a mortgage, your obligation is figured on the 
unpa'd principal, not on the unpaid gross balance, which is interest 
on interest, or compound interest. 



(Mr. Tobin) No, in a 
entire unpaid balance. We 
interest under the Tuition 



mortgage, interest is compounded on the 
use the same procedure for calculating 
Postponement Plan. 
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(Voice) Has your research indicated what modifications an 
institution will have to impose if it is predominantly female? 

(Chairman Buesking) We have looked at the female population 
at Yale which is, I think, approximately 20 percent of the total. 
We have assumed that the female participants will in effect be 
paying back on one-half of the expected Yale alumni profile for 
income . 

(Voice) I can see you would have to make a major modifica- 
tion if you were a predominantly female institution. 

(Chairman Buesking) You would have to study the profile of 
that institution and also the incomes available in the National 
Census Report of 1970 to arrive at the proper adjustment. 

(Mr. Tobin) I think you would want to make a joint effort 
with some other institution. 

(Voice) What data did you rely upon to project the Yale 
alumni income over a period of time? 

(Mr. Tobin) Well, we used statements that Yale alumni make 
about their incomes periodically in their reunion reports. Yale 
gets quite a considerable response in those reports. You can 
derive an age profile from those reports over a number of years, 
an age profile of what Yale graduates ten, fifteen, twenty, and 
twenty-five years after graduation earn on average. These 
reports provide a probability distribution of incomes of Yale 
graduates "X" years after graduation, varying from five to 
thirty-five. So we can get an idea what a typical age profile is 
for Yale graduates. It is pretty simple. 

If you take a snapshot cross-section of Yale graduates, or 
any other college graduates, you have "Years Out" and "Income," 
and their relationship is something like the 1971 line of Figure 1 
(See page 25). Over time, this full profile shifts up. Compare 
the 1976 line. Maybe it doesn't go up every particular year, 
but in normal years it shifts up. That trend is what I was 
talking about when I referred to the annual rate of increase in 
alumni income. The increase has been something like 4 percent 
for college graduates. In the United States as a whole, the 
figure has been 2.5 percent. 

If you follow the income history of a man or woman who grad- 
uated from Yale this year, he starts on the 1971 profile but when 
he becomes five years older, he is on the 1976 profile. So his 
actual individual profile, also illustrated in Figure 1, reflects 
both the fact that his income rises as he gets older, and the 
fact that general income levels in the economy are rising. That 
is what we tried to estimate from the Alumni reports, with the 
help of census information on college graduates in general. 

Then we corrected the standard Yale College profile for other 
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schools in the university, graduate and professional schools. In- 
formation on the incomes of our law graduates and medical graduates 
is not as good as the information on our Yale College graduates, 
but we arrived at some kind of a coefficient. Say a Law School 
alumnus has a Yale College profile times another factor. The Law 
factor is bigger than one, and the Divinity factor is less than 
one. That is the sort of estimate we made. 

Incidentally, we made these calculations on the basis of 
earned income. We did not expect that the students who have in- 
herited wealth are going to be in this Plan. We didn't count 
their incomes from inherited wealth. We don't count on receiving 
anything from that. 

(Voice) May I make a comment? The way you calculate the 
future income has an upward bias. The Yale graduate in 1940 was 
different from the 1970 graduate. And only the successful people 
usually report in the alumni report. The higher income graduate 
will report that he makes a lot of money; if one doesn't make 
much money, he is not going to tell you. 

(Chairman Buesking) There may be some truth to that. We 
did clip off the top of the profiles in the data basis that we 
used. There will be talk about this point this afternoon from 
our economic research panel. We did discard the upper end of 
the distribution for that very reason and the research panel can 
go into how we did discard it. I might add that in normalizing 
the income profiles, incomes were pulled down somewhat from the 
actual data. I don't recall how much. 

(Mr. Tobin) These reports may have the bias you mentioned. 
Lower-income individuals may not reply as frequently as higher- 
income individuals. However, we were talking about reports in 
which the response rate is 75 to 80 percent. It is very high. 

They are anonymous reports. The individual is not identified 
with the income reported. It has a broad occupational coverage, 
so I am not sure that the bias is that important. 

Also, with regard to the mix of students and the upward bias, 
the incidence of students of high inherited wealth in Yale classes 
today is no doubt much less than it was in 1940. But we weren't 
counting on their property incomes in making these calculations. 
There still may be some upward bias, but we allowed some leeway. 

In the Plan we used a conservative three point margin between our 
borrowing rate and the rate of growth of income. We also have a 
buffer of eight or nine years between the expected date of group 
termination and the thirty-five years. So if we are wrong, we 
can be wrong by these amounts and everything would still turn out 
right . 

Finally,' on the general basis of risk, I Would like to make 
an observation that goes back to what I was saying at the very 
beginning in regard to the need to capture more income from stu- 



dents for meeting financial problems of universities. If you 
raise your tuition and fees more than you would have if you didn't 
have a plan like this available, then you must remember that the 
university receives immediately all the increased tuition and fees 
from those individuals who don't participate in the Plan, monies 
which it wouldn't have received otherwise. 

So the university may improve its financial position even 
though it turns out later that, technically, the Plan didn't pay 
off. In calculating the value of the Plan to the university, 
you must really think of how much more the Plan has enabled you to 
charge students who are perfectly able and willing to pay more 
to attend your institution, but who are not doing so now because 
of the absence of any such plan. 

(Chairman Buesking) Thank you very much, Jim. 

I am reminded of the joke I heard at the alumni convocation 
foi our Development Fund. It seems that a Spanish galleon had 
a hard day at sea, and the rowers were totally exhausted, having 
been exhorted with physical and other means during the day. The 
overseer came down to tell them he had some good and some bad 
news for them. First, they were being given their monthly rum 
ration that day as a reward for the day's performance. That was 
the good news. But th9n the overseer said, "After you finish 
your grog, there’s somo bad news. You've had such an excellent 
day today that now the captain wants to go water skiing". 

You may have to exhort your groups to do better if times 
turn worse. 
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The panel we have is, quite literally, the first group of 
people who worked on this in an economic sense. Dave Storrs, who 
is our Associate Director for Research and Evaluation, is going 
to moderate the panel. Lou Silversin is a colleague of Jim Tobin, 
and did much of the work on the income profiles that we used. 
Richard Ferguson and Kenneth Codlin are from my staff. Richard 
works in our long-range planning area and Ken in our computation 
area. They developed some of the original computer models that 
were used to conduct our analysis and run various simulations 
and sensitivity tests that were necessary to insure that we had 
a viable plan that we could go forward with. 

As I said, this was the first step in the research we car- 
ried out, with the legal and financial work coming later. But 
we had to assure ourselves about at least this piece of it before 
we proceeded. 

So without further ado, I will turn it over to Dave Storrs 
to start. They will be using view graphs on the screen to make 
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some of their points. You will see a number of curves. Don't 
hesitate to interrupt them if you do not follow what is taking 
place . 

At the completion of that, we will have a short coffee 
break and rest period. I will now turn it over to Dave Storrs. 



(Mr. Storrs) What we are going to do is to start with the 
computer model we developed at Yale. Then we will look at the 
implications of the program we got out of the model, and some 
of the various sensitivity analyses that we did, sensitivity to 
incomes, insurance rates, mortality, this kind of problem, the 
credit problems, bad debt problems. But first we are going to 
look at the development of the computer modeling of the entire 
program . 

Rich Ferguson will discuss that. 



(Mr. Ferguson) First I would like to mention that there 
are really two types of models used for the economic analysis 
of this program. The first is a present value type of analysis 
to determine the economic viability of the Plan, that is, to 
see whether or not over some period of time we in fact could 
recover the amount that would be deferred by the students 
plus all of our costs. 

These models were done basically by Jim Tobin and Lou 
Silversin. Perhaps a little bit later Lou can comment directly 
on those models if you have questions about them. 

The second type of model that we used was what I prefer 
to call a liquidity simulation model. This was given a par- 
ticular configuration of a tuition postponement program, speci- 
fically, what would be the capital financing requirement associ- 
ated with the program. This is somewhat different than the 
viability question. We could have a program that breaks even 
but it may require several hundred million dollars to capitalize. 
It is a big difference if you need lots of money or not too 
much money. Particularly it makes a difference for us in terms 
of what kinds of capital risks the university is going to take 
in the program. 

So what I would like to do right now is speak to this 
simulation model that we have used for looking at the liquid- 
ity requirements. One point first on technique: I don't know 

how many of you are familiar with simulation or not. But very 
briefly, what we are trying to do here is project the cash 
flow requirements that we might expect from a program with a 
particular set of characteristics. By this I mean a particular 
repayment rate, particular buy-out criterion, a group termination 
rule, this kind of thing. 
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The program has three basic components that affect the 
financing requirement. One is the total amount deferred each 
year. The second one is annual repayments made by participants 
and the third component is operating costs of the program. 

The net effect of these three components will give us our total 
capital requirements. 

Xn the model, total amount deferred is a function of the 
number of participants per school and the amount deferred per 
participant. The number of participants per school is input 
data, and Dave will talk later about many of the assumptions 
that lie behind the analysis. The amount deferred per partici- 
pant is in part a function of the amount we would let students 
defer. Also it is a function of the amount individuals choose 
to take, since they can take less than the maximum. 

In the context of this model, there are four factors which 
will influence the amount of total repayment. The first is 
what we make the repayment rate and the minimum repayment each 
year. If you will note, this is per unit deferred. The second 
element is the number of units deferred. I don't recall Jim 
Tobin this morning discussing this concept of a unit deferral. 
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Thus, if a guy were to defer 20 percent today, ___ 

>nn t n.ioee ,32 percent of his income. If a 



he would 



defer $800 and pay, I guess, , «, „ 

guy twenty years from now deferred $1,400 with the same repay- 
ment rate of four-tenths of a percent per $1,000, he would pay 
.56 percent of his income for the same fraction of his tuition. 
That is one element. 

The second element is that, over time, as Jim pointed out 
this morning, we expect incomes at any particular age level to 
also be growing. So the fellow who defers the same proportional 
amount of his bill twenty years from now will be paying .56 
percent of a larger income, while a fellow who defers his 
payment today pays .32 percent of a smaller income. 
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This idea is somewhat complex. I think we have some papers 
from our previous seminar which go into this in more detail. 

Let me leave it at that for the moment. You do get a compound- 
ing effect here, both in the amounts deferred and the growth 
of the income. So you have to deflate by the growth in income. 
This is why we use the concept of unit deferrals in our model 
and not simply dollar amounts. 

The third repayment element is the total annual incomes 
of participants. I think Jim did a good job this morning on 
the cross-section of the income profile. 

The fourth factor is the number of repayment periods. 

There was conversation before as to what effect it has. Here 
we have a maximum of thirty-five years. There are two ways in 
which a person might pay for a shorter period of time. One is 
group termination; the second, individual termination. Both 
of these are included in this analysis. 
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estate. In fact, we do recover some insurance, so again this 
is a conservative assumption. With respect to morbidity, if 
an individual becomes disabled, we assume it is total disability, 
and that he will have no future income, at least relevant to 
this program. Those are the several factors that affect the 
repayments in our simulation. 

The operating costs included here have just two elements. 

One is interest expense, which is handled in the way that Jim 
mentioned this morning, at the rate of growth of incomes plus 
3 percent. As Jim mentioned-, that 3 percent is a conservative 
estimate. In fact, perhaps a more accurate measure would be 
the rate of inflation rather than income growth plus 3 percent. 

Considering the administrative costs, we haven’t been too 
sophisticated. We assume that this is a fixed cost operation, 
at least fixed cost in real terms, that it is about a $100,000 
a year operation to administer the program. So each year we 
just inflate that $100,000 by the rate of inflation to get the 
operating cost. 

Of course, this assumes that as the population grows 
larger, we must become more productive to be able to service a 
larger number of contracts with the same organization. 



34 



32 



■F 



Of the many variables included in the program, we can divide 
them into two sets. One is those variables which are in fact 
decision variables, items we have the opportunity to select a 
value for. These go back over what we talked about before, the 
maximum amount of individual deferral, repayment rate per unit 
deferred, minimum repayment per unit deferred, definition of 
income, maximum number of repayment periods, group termination 
and early individual termination criteria. 

The second set of variables I guess would be called envir- 
onmental parameters. These are factors over which we do not have 
control, but which significantly influence the results of our 
analysis. We have to assume values for these parameters. Dave 
will talk a little bit more at length about the analysis you 
might want to do to test those assumptions that we have made. 

Here we have the number of participants per school and the actual 
deferred amounts. This is in the sense that we have said, 

"Yale College undergraduates can defer up to $800 this year." 

But the question is, do they defer $800 or something less than 
that? That is their choice, not ours. 

The annual incomes of the participants, default rates, 
morbidity, mortality, and interest rates and inflation are also 
included . 

What I will do now is turn it back over to Dave. He will 
give you a few examples of how this simulation model has been 
used to analyze some particular cases, and the type of testing 
tnat has been done. 



(Mr. Storrs) Thank you, Rich. At this point we had two 
tools that would tell us, one, whether the Plan would break even 
before the maximum term; and, two, how much cash we needed to 
finance the program. We used them both ways. I'd like to back 
up a little bit, though, and quickly look at the overall rationale 
for the Plan, which was to reduce the annual payment the person 
had to make in his low earning years just after he had gotten 
out of college. 

(Exhibit 1) 



Here is a straight conventional loan with equal yearly 
payments. If you want to amortize a $5,000, 7 percent loan in 
five years you have to pay about $1,200 a year. If you spread 
it over, let's say, ten years, you would be paying about $720 per 
year. You can just look up the debt in .a mortgage book and see 
how much you have to pay per year. What we did was to try to 
further reduce the payment. First we increased the term from 
ten years, where the student pays $720 per year, to twenty-five 
years, where he pays about $420 per year. That cuts his annual 
repayment by something like 40 percent. 
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Remember, our object is to keep the payments low when his 
income is low, keep the payments correlated with his ability to 
pay. 

(Exhibit 2) 

The next thing we did, we moved to a TPO Plan where, instead 
of paying a constant $420, he starts paying about $210 a year. 
Here we have cut his payment another 50 percent. 

We have gone from a ten-year conventional loan to a twenty- 
five year TPO loan. We have cut his annual payments by something 
like 70 percent. This is in his early earnings years. What he 
is paying in the early years is not even covering the interest 
on his loan. It is not until about the eighth repayment year 
that he starts even covering the interest that we are paying each 
year on his loan. Since there is no free lunch, in the later 
years he ends up paying much more each year than he would have 
with a conventional loan. 

But either of these two combinations, that TPO curve of 
payments versus the constant payments of the twenty-five year 
conventional loan, is an equivalent stream of payments in finan- 
cial terms. They are each 7 percent loans, and in that sense 
"cost" the same amount. 



(Exhibit 3) 

We might want a fifteen year loan. There a conventional 
loan would require payments of $560 a year. With a TPO loan he 
would pay about $350 per year in the beginning sc his advantage 
isn't so large as with a twenty-five year plan. But again, 
these two are equivalent financial streams; they are both 7 
percent loans. The total dollars repaid is greater with tho TPO 
loan, but the borrower has more of the loan outstanding at any 
given moment. The extra dollars he pays are the interest on a 
larger outstanding balance, or the price for deferring the bulk 
of payments until the last few years. Since this extra interest 
is what he could have earned himself, the cost, in terms of the 
effective interest rate, is the same with either loan. 



long 
did a 
to br 
inter 
if th 
we mu 
disco 
So th 
our 1 
when 
loane 
what , 



This is the way we viewed the 
term program. Now looking at 
similar analysis. If we are 
eak even we need to get back n 
est we have paid Chemical Bank 
e funds are internally supplie 
st get back a present value of 
unting the payments students m 
e criterion for group terminat 
oans have been repaid and our 
the present value of payments 
d. In group termination we ar 
just with the present value o 



term and why we made it a 
the buy-out conditions, we 
going to lend $1,000 to students, 
ot $1,000 but $1,000 plus the 
(or could have gained ourselves 
d) . In economic language, 

$1,000 which we calculate by 
ake by our cost of borrowing, 
ion is easy; it occurs when all 
interest costs reimbursed, or 
equals the original amount 
e not concerned with who pays 
f repayments. 








I 





PS 



36 



Yoar 



V 



1 





2 7 



But when we set a buy-out rule/ we are concerned with which 
members of a group do the paying. 

(Exhibit 4) 

Here/ if a student borrowing $1/000 has nc income at all and paid 
just the minimum of $29 per year, he would pay back the original 
$1,000 over thirty-five years, but the present value of his pay- 
ments would be only $380. He is paying back $620 less than the 
real "cst of his loan. Since the Plan as a whole is not subsi- 
dized, this is made up for by individuals with higher than average 
incomes who pay more than the cost of their loan, up to a present 
value of $1,500. Another way of saying this is that the indivi- 
dual with no income over his career pays back only 38 percent 
of the cost of: his loan, while the high income individual pays 
150 percent of the rost of his loan. These are the two extremes. 
The minimum payment sets the lower limit, and early individual 
termination, by its definition, releases an individual whenever 
he has paid back cr ^rcent more than his loan cost. 

To have the group as a whole repay the aggregate of its loans, 
this shaded area on the top must equal this shaded ares on the 
bottom. This represents the subsidy giv*n to individuals at 
differert income levels, plotted on the horizontal axis. You 
can see that low income individuals are heavily subsidized, an 
average income participant would pay back just what his loan cost 
Yale and therefore not be subsidized, and higher income indivi- 
duals would put in up to 50 percent subsidy. 

Interestingly enough, we don't care when the high income 
individual buys out. If he buys out early the 50 percent premium 
is smaller but it is only discounted a few years. If he buys out 
near the end the 50 percent premium is much larger but it must 
be discounted for a greater period of time. The reverse is also 
true; there is no financial advantage to buying out early, assuming 
the borrower can invest at 7 percent. It is very important to 
this program, due to the term being so long, to think in terms of 
present value. Looking at just the dollar totals is very 
misleading. 

An interesting mirror image to this graph is to look at 
percentage of income paid over a career. For TPO, we have some- 
thing like this. 

(Exhibit 5) 

Everyone pays .4 percent of his income per $1,000 borrowed, except 
for those individuals who buy-out due to their high incomes. They 
pay .4 percent v/hile they are in the Plan and nothing after buy- 
out, so their percentage would follow this curve. An individual 
who had a very high income and bought out in year fifteen, for 
example, would pay .4 percent for fifteen years and nothing for 
ten years, for an average (roughly) of .24 percent. 
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This is very different from a conventional loan, where the 
percentage of income paid would be inversely proportional to the 
income. A low income person, for instance, would pay a much 
larger part of his income with a conventional loan, and a high 
income person less. In economic terms the conventional loan is 
regressive throughout; the income contingent loan is proportional 
with respect to income up to the buy-out amount and regressive 
thereafter . 



To the extent that the conventional loan is more 
it hits low income borrowers the hardest. We worried 
saddling this group with debts that take a large shar 
income. To the extent they are better off under TPO 
their payments will never be more than a certain part 
income they should prefer this kind of plan. 

In theory, you shouldn't have any early terminat 
should pay .4 percent until the group as a whole has 
This would be a perfectly proportional loan plan wher 
burden, measured as a percentage of income, was equal 
were tremendously successful, for whatever reason, he 
the fruits of that success much more than under our r 
his liability automatically terminates at 150 percent 

I would say we created early termination mainly 
Plan greater acceptance among students and their pare 
simply want to get out of debt at the first opportuni 
felt we had to provide them a mechanism to buy-out. 
environment where some students will wonder why they 
back more than the amount borrowed - "after all, it d 
Yale anything to lend me money" - we felt it was poli 
infeasible not to have an upper limit on liability. 

I should mention that our way of limiting paymen 
only way. We considered, and then rejected, a system 
borrower was out whenever his payments would have dis 
loan at some high interest rate. Our system has him 
back 150 percent of his borrowed amount at Yale's 7 p 
other way would be to discharge him on paying 100 per 
loan at, let's say, 12 percent. This is the top line 

(Exhibit 6) 
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This is called an "exit interest rate" system as opposed to 
our "multiple of principal" system. Unfortunately, it's not 
quite so equitable because, as you can see, it hits the middle 
income people the hardest. People who have a high income buy-out 
early and make a small contribution to the subsidy pool. The 
largest subsidy comes from those with incomes just above average, 
the group which just buys out at the end and pays the penalty 
rate of interest - the 12 percent less Yale's 7 percent equals 
5 percent penalty interest rate - for the longest time. 
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So if we use a multiple of principal system and consider 
only the three parameters of repayment rate, buy-out percentage and 
expected term, we get a whole family of plans, each of which is 
viable, and each, of which is financially strong. We might get 
something like this set of curves., 

(Exhibit 7) 

Here is the current TPO Plan. You contract at .4 percent of your 
income. You buy-out whenever you have paid in 50 percent more 
than your loan cost. The expected term is twenty-five years. 

That is the expected term until group termination, when everyone 
is released. You could just as well say you get out whenever 
you have paid 100 percent more than your cost, that is, double 
the cost of your loan, with a repayment rate of about three-tenths 
of a percent. The people who end up making low incomes would 
prefer that plan. You can do the same thing for some other term, 
say 15 years, by paying .65 percent of income and 50 percent 
buy-out premium. You can get an infinite combination of these 
thr.se parameters, the repayment rate, the buy-out percentage, and 
expected term. These three are interrelated. You can't change 
one without affecting the other two. 

(Voice) Do you say these curves are related to a conventional 
loan at 12 percent? 

(Mr. Storrs) No. What I have said is that you could have 
a rule which said that if your payments would ever have paid off 
a 12 percent loan, then you are out. That might be an alternative 
rule to the one that we use. I didn't mean to suggest that we 
are using that rule. We are not. 

(Voice) All right. I understand. 

(Mr. Storrs) This has been suggested by the Ford Foundation 
group, and we don't think it is quite as equitable, because it 
falls most heavily on the middle earners. 

So now we have a set of possible plans. We have picked a 
combination which we feel is appropriate for TPO. We have picked 
a combination that will let a student take on a large amount of 
debt without it being a large burden on his income which a conven- 
tional loan might be. Thii is the .4 percent tax rate, the 150 
percent buy-out and the twenty-five year probable term. 

You can see that the particular conditions of the Yale Plan 
are by no means critical. The important thing is that a change 
in any one of three parameters of repayment rate , term and buy-out 
rate must be balanced by a change in one or both of the other. 

The next thing to look at is the credit requirement that we 
might have from this kind of Plan. 



(Exhibit 8) 
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Participation Projection 



Percentage 
Participation 
by Class 



1971-72 1972-73 1973-74 1974-7 5 

Freshmen 
Sophomore 
Junior 
Senior 



All Yale 

Number Participants 



Amount Deferred 
per Student 



Total YC Amount $744,000 $875,000 $967,000 $1,052,000 

Deferred 

Graduate and 

Professional Schools $235,000 $305,000 $340,000 $370,000 



Total Deferrals $979,000 $1,180,000 $1,307,000 $1,422,000 




32% 



23% 
1 , 057 



27% 
1 , 243 




32% 

32% 

32% 

32% 



32% 



$704 



$704 



$704 



$704 



Assumptions : 

1) No new participants second term, 1971-72. 

2) Present participants take no new loans second term, 

1971-72 . 

3) Entering freshmen continue at 32% participation. 

4) Average deferral remains at $704. 

5) Graduate and Professional participation at level of present 
1974 Graduate, Professional students. 
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Here is the participation that we have right now in this column, 
1971-72. If we assume that freshman participation stays at 
32 percent, then by 1974 we will have graduated these top three 
classes and replaced them with new freshmen, achieving equilibrium 
at 32 percent of the undergraduates. 

If we assume everyone defers the same amount they are defer- 
ring this year, just slightly over $700, that no one borrows 
next term, and that graduate and professional deferrals follow 
the same pattern, then we end up with total deferrals something 
along these lines, starting at slightly under a million dollars 
and increasing to about a million and a half dollars. Well, in 
fact that is not going to happen. 

(Exhibit 9) 

You can see the actual demands for funds will be much 
higher. For one thing, there are going to be borrowers next 
term. Also, in future years, if charges continue to increase, 
more students will be forced to borrow somewhere. Some of these 
students will do their borrowing through us. Others will go to 
a state loan program, federal loan program or a bank. Now, we 
might discuss some of the numbers, but the general trend is pretty 
clear. With 60 percent of the undergraduates at Yale requesting 
aid, and with some non-aid students participating, we will reach 
something like half the Yale College population in about four or 
five years. 

The Yale charge is going up also. Let's assume $300 a year, 
and take a constant percentage of that, giving the amounts that 
are going to be deferred. The average will rise to $1,600 in 
just four years. 

With more students participating and larger eligible amounts, 
you see what happens to the borrowed amounts. Yale College goes 
from a little under $1,000,000 to almost $4,000,000 in four years. 
The Professional Schools slightly more than double. Our yearly 
deferrals rise in four years from $1.2 million to $4.4 million. 

(Exhibit 10) 

Now if we project two more years of borrowing with the same 
$1,700 limit and participation slightly higher, we have a cash 
flow that looks like this over six years. Since most students 
haven't even graduated yet, we are getting little cash inflow 
through repayments, only four and a half million dollars of annual 
deferrals and 7 percent interest on the accumulated debt. Very 
quickly our total debt increases to about $25 million. 

(Exhibit 11) 

Now, if we stop the program in 1976 - just abruptly cut it 
off - our debt position over time would follow this top curve. 

You can see that it takes about 14 years, even with no new loans, 
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Exhibit 9 

<T 

Participation Analysis 



Percentage 
Participation 
by Class 



Freshmen 

Sophomore 

Junior 

Senior 



1971-72 1972-73 1973-74 1974-75 




All Yale 26% 

Number of Participants 1,238 



35% 

1,633 



43% 

1,994 



51% 

2,383 



Yale Charge 

Borrowing Limit 

Amount Deferred 
per Student 

Total YC Amount 
Deferred 



$4,400 


$4,700 


$5,000 


$5 ,300 


$800 


$1,100 


$1,400 


$1 , 700 


$755 


$1,040 


$1,320 


$1,600 


$935,000 


$1,698 , 000 


$2,632,000 


$3,813,000 



Professional and 

Graduate Schools $250,000 $352,000 $449,000 $550,000 



Total 



$1,185,000 



$2,050,000 $3,081,000 



$4,363 , 000 



Assumptions : 

1) New participants join in second term 1971-72. 

2) Present participants increase 1971-72 loans as follows: 



80% 


$800 


5% 


700 


5% 


600 


10% 


500 



3) Defer constant percentage (94%) of eligible amount. 

4) Graduate, Professional Schools participation increases at 
one-half the rate of Yale College. 
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Exhibit 10 





Cash 


Flow - Six 


Year Program 






New Loans 
(000) 


Payments 

(000) 


Cumulative 
Loans Less 
Repayments 
(000) 


Cumulative 
Yale Debt 
(000) 


1971 


$1,185 


0 


$1,185 


$1 , 268 


1972 


2,050 


4 


3,321 


3,457 


1973 


3,081 


15 


6,523 


6,980 


1974 


4,363 


40 


11,303 


12,094 


1975 


4,524 


80 


16,538 


17,696 


1976 


4,603 


112 


22,187 


23,740 



Assumptions : 

1) Participation as projected. 

2) 7% interest rate. 

3) 1974 on maximum deferral equals $1/700. 
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for our deb*, to begin falling. Until then, interest payments that 
Yale is making to Chemical Bank are greater than the repayments 
we're getting from students. And then, over the next 10 or 12 
years, payments come in very fast because they are all near their 
peak earning years and their incomes are high. 

(Exhibit 12) 

On this graph is a twenty-five year conventional loan just 
to show you the impact of some of these changes. Here, instead 
of twenty-five year TPO loans, we could finance all of these 
credits or deferrals by twenty-five year conventional loans, and 
our Yale debt would follow this line. 

Or you could change the term, keeping the loan income- 
contingent. The bottom curve is our debt if we're using a 
fifteen-year postponement plan, with faster repayments from 
students. Again, this is a plan which terminates new lending 
after the sixth year. That will give you an idea of how the 
credit demands are influenced by the kind of instrument you are 
using . 



(Exhibit 13) 

Now, we're hoping not to stop the program after six years, 
but to keep it going. This is a graph of outstanding debt for an 
ongoing program, where we lend four and a half million dollars 
indefinitely into the future. As you can see, we reach equilibrium 
on the twenty-five year plar at about $125,000,000. That is the 
size loan fund that would continue to lend $4,500,000 every year. 

A twenty-five year conventional loan fund would have to be about 
$65 million, and a fifteen year income-contingent TPO would require 
a loan fund of about $40 million. We would be able to lend about 
three times as much on the fifteen year plan, but that might be 
a disadvantage to the students who would prefer a longer term 
plan . 



The larger size of the necessary fund for the twenty-five 
year TPO is a function of two things. One is the fact that part 
of that money is being used, not for student loans, but to cover 
the interest accrual while the students' income is low; and the 
other is that these loans are turning over very slowly, every 
twenty-five years. 

Now, there are two reason® that I stopped the loan limit at 
$1,700 from 1974 on. One is that that is in accordance with 
President Brewster's stated policy of essentially keeping the 
TPO amount somewhere in the area of 25 percent of the total charge. 
We don't want to get to 90 percent of the total charge financed 
through TPO, that type of situation. 
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(Exhibit 14) 



The other reason is that if you do keep increasing the 
average deferral by $300, the debt goes absolutely through the 
roof. We hit $100,000,000 in about ten years and are up around 
a billion dollars in about forty years. That is the second 
reason for keeping the amount eligible for deferral at $1,700, 
where our outstanding debt levels off at about $125 million. 

Now I am going to look at the sensitivity effects that we 
examined. By far the most powerful is what Professor Tobin this 
morning called income rate of interest. This s the difference 
between income growth, which we project at 4 percent, and interest 
rates which we project at 7 percent. Now, it doesn't do much 
good to look at either one or the other. What you really want 
to do is look at the difference between them, because they tend 
to move very closely together, and because mathematically it is 
only the difference that is important. 

We projected that difference at 3 percent as a conservative 
assumption; usually it has been between 0 and 2 percent. If in 
fact it turns out to be a 2 percent difference, if it turns out 
we can borrow for 2 percent more than the rate of growth of our 
alumni incomes, the group termination will occur three years more 
quickly, in something like twenty-one or twenty-two years instead 
of twenty-four or twenty-five years. If this differential is 
down around 1 percent, which might be more accurate, if we can 
borrow at only 1 percent more than the rate of income growth, we 
will have picked up about five years. This is by far the most 
important single parameter. 

Looking at things like disability really isn't much of a 
problem. It has very little effect, since it is such a minor 
occurance. When it does occur, it has a powerful effect, but it 
is very rare. Mortality has a slightly more powerful effect, but 
even making some very blatant changes in the mortality assumptions, 
going from worse than the national average to what you think a 
well-educated and healthy group of Yale graduates would look 
like, only leads to just about a year's difference in time to 
break even. So that is not a very powerful effect. 

On the defaults, we are projecting 1 percent. You can change 
it to about 5 percent, and that makes about a year and a half 
difference. These don't seem to be critical things. How much 
you can borrow for and how much your borrowers' incomes are going 
up are the important things. 

If I start getting blank looks, please don't hesitate to 
stop me. 

(Voice) One question: One thing that I don't understand is 

that this seems to presume a mature system. I am wondering if 
that is valid at the outset. Let's say thirty-five years from 
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you are going to have thirty-five groups that have participated 
in this Plan and you are going to have people earning income, 
the thirty-fifth year on down to people that are just graduating. 

I think in that situation that might hold true. But I am wondering 
if it is valid when you are just starting up the program, because 
you really don't have many people earning income. Obviously, you 
don't have many people that have begun their repayments. 

You can conceivably get caught in the unfortunate situation 
where, let's say, interest rates were rising but you don't have 
many people paying back. 



(Mr. Storrs) Well, that's all right. Each group stands on 
its own. We don't have a combined group operation. Each group or 
cohort of borrowers who start paying the same year is an entity 
unto itself. 

Now, if that particular group suffers from a general problem, 
say a recession, that won't hurt us because as their incomes fall, 
interest rates will fall also and we will spend less on interest. 

If they suffer from a problem endemic to that one group, then 
naturally that group will terminate later or not at all, and we 
will take a loss. But each group is a separate entity by itself, 
which breaks even by itself. It gets uo help from any other group. 

Does that answer your question? 



(Voice) I am thinking of a situation, as you start the 
program, let's say you had ten very difficult years where interest 
rates were rising. In each group you have the spread. For those 
first ten years you are not getting the benefit of the high income 
period. It seems to me for the first ten years, if you had ten 
straight years of high interest rates, this program could be put 
in a hole. 



(Mr. Storrs) I think you are more concerned with the credit 
problems than the economic viability. You are saying that we 
might be tremendously in the hole-- 



(Voice) Right. But I think it will work out eventually. 



(Mr. Ferguson) If interest rates are high in that period, 
incomes will be growing fast also. Although the incomes might 
be small in the beginning, you are building a larger income base. 



(Mr. Silversin) On the basis of historical data, it does not 
look like a serious problem. 



(Mr. Storrs) I will go on a little bit more. If you put in 
50 percent more than your loan has cost Yale, you are out of the 
Plan, and that obviously hits the guy who wants to get out quickly. 
If you want to get out the first year, you are going to pay a lot 
of money for that privilege. 

Our entire premise is that people should not want to get out 
the first year. If they do, they are taking the wrong kind of 
loan. If they want a long-term loan, this is a good kind of loan 
to take. 

(Exhibit 15) 

This is a pretty good illustration of what happened there. 
Let's look at a student borrowing $1,000 in September of his 
senior year. If he wants to buy-out of his loan, he can do so at 
7 percent up until the end of April. If he didn't by then and 
suddenly in September changed his mind and wanted to be out he 
would have to pay the 150 percent, or $1,500, plus one year's 
interest, for a total of $1,605. In a technical sense, this 
would be an effective interest rate over the one-year "term" 
of his loan of 60.5 percent. Obviously it isn't very sensible to 
buy out just after, instead of just before graduation. If 
anyone wants to do it, that's fine. But he would have to do it 
voluntarily, since the income that would buy him out is about 
$400,000. 

A $100,000 annual income would buy him out in five years. 

He would have paid in enough, paying based on his income, to auto- 
matically buy-out in the fifth year. He would have paid an 
effective interest rate of 20 percent. Again, that kind of 
income level seems very unlikely. 

What we are really looking at is the people who buy-out, 
say, from year fifteen on. This is the group with high, but 
possible, incomes. By now the 50 percent multiple has been spread 
over so many years, it has a smaller effect on the effective 
interest rate. This group of high income - I'll say top 25 
percent - graduates will have paid effective rates of between 9 
and 13 percent. 

The fellow who buys out just before group termination occurs 
ends up paying an effective rate of about 10 percent, depending 
on the way his income grows. But we ought to clear up the mis- 
conception that some people pay a 50 percent interest rate. 

What really is happening is that we are taking the principal 
and interest on the fellow's loan and whenever his payments have 
been 50 percent more, then he is automatically out. If he wants 
to get out and it is worth it to him, he can always pay us enough 
to bring him up to that ceiling. He can do it this year, he can 
do it that ye&r. We would be indifferent. 
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you remember the one graph of the buy-out, you 
percent present value, the same $500 in today* 
he buys out in the first year or the last year 
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We had some discussion of 
envision three kinds of income 
a participant^ reported income 
more slowly, or (c) could actua 
flags to us. We haven't spent 
people won't even be starting 
are pretty tight provisions in 
though. We have a legal panel 
questions on the enforceability 



defaults a while ago. We can 
under-reporting. All of a sudden 
could (a) stop growing, (b) grow 
lly fall. These might be red 
very much time on it yet, because 
repayments for another year. There 
the Plan for getting IRS returns, 
tomorrow to look at some of the 
aspects . 



We looked at some different spouse rules. The subject 
came up this morning. The current rule that we are using was 
described this morning. I think it is clear. The other rule 
that seems to be popular now is the Ford rule. I don't know 
where the lady is who brought up the question. Their rule has 
everyone paying on his own income or on joint income if married. 
This is a more severe rule. Do you want to tax people on their 
ability to pay, which clearly joint income does represent part of 
or do you want to tax people on their own income in some sense? 
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And then there is another fundamental question. What kind 
of redistribution do you want? Do you want to have married 
people paying off part of the unmarried people's debt? You get a 
lot of these questions. It is not until you have actually worked 
them through a model of some kind, tried some different hypotheses, 
that you can actually get a handle on where the money is flowing. 

In this case it looks like probably married people do end up 
paying more than unmarried people, since they have greater ability 
to pay. That might be fair, it might not be. I don't think we 
have solved the question for good. But it did come up this 
morning. 



Now, are there some more questions? 
there that are not clear? 



Are there any areas 



(Voic 

potential 
year class 
first five 



e) I wonder if you have any more information about 
income other than those ten, fifteen and twenty-five 
reports. Do you have anything, for example, for the 
years, or anything less than ten years? 



(Mr. Storrs) No, we don't. From our own 
get those until the tenth reunion. We do have 
though, that indicate national figures. 
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actually ended up doing was taking some kind of a compromise between 
the two, degrading the alumni profiles a little bit. But these 
were the two sources that we used to get the income figures. Re- 
member, we only used earned income. One of the contentions made 
sometimes is that people who borrow will probably end up having 
little income. Well, in fact, we haven't found much of a difference 
between earned income of people on aid and earned income of people 
not on aid. So hopefully we do have something that is pretty 
representative, and to the extent there is unearned income, the 
projections are conservative. 

(Voice) It is my understanding that you plan to do this for 
a five year period, and then if nothing else comes along or happens, 
you would cut out at the end of five years. Have you projected 
precisely what would happen at the end of five years, assuming at 
that point you wouldn't have a great many people in repayment 
status, particularly if a lot of undergraduates went on to graduate 
school? 

(Mr. Storrs) Bill, would you like to answer that? 

(Chairman Buesking) Well, you have got two kinds of problems. 
You have got the phase-down problem of those people who are enrolled 
with some kind of moral if not other commitment on the part of 
the university to continue them through graduation. So that in 
practice, we will probably have to start looking at a phase-down 
at around year three or four, and actually tail-out to year six 
or seven. This actually assumes a driving-of f -the-end-of -the- 
cliff sort of thing. But the aspect of the fact that there are 
low repayments from this group is unaffected, because these groups 
are individual groups. We plan to roll over and borrow for those 
groups, even if we discontinue for the rest of the university, 
and carry those groups to completion. 

We are faced with a capital requirement and the interest 
requirement, because it is somewhere around year twelve when 
student repayments equal interest costs for any given group. 

So there is the interim financing and cash flow problem. But 
that has been taken into account in our assumptions. 

Now, there are two kinds of things that might happen at that 
year five or six. Suppose there is not a national student fund, 
and we don't find any wealthy donor who wants to underwrite the 
plan. There is a good probability that there will be enough 
information for the Chemical Bank and others at that point to 
say that it has some merit in and of itself. We will have some 
repayment experience. We will have some bad debt experience 
which we can project. We will have five years of economy under 
our belts to test the assumptions we have used in the model. 

Instead of having to collateralize assets or use the insti- 
tution's assets to underwrite that loan, maybe that paper in 
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itself is worthwhile, a portion of that. If that proves success- 
ful, then you have solved a part of your capital requirements. 

If you, in turn, can either collateralize the student paper 
or rediscount it, and use it as your vehicle for additional capi- 
tal, instead of continuing to use the institution's resources, 
that will certainly help the capital requirements. 

(Voice) One other question: Do you think this is a feasi- 
ble program for a smaller school with far less endowment? 

(Chairman Buesking) I think so. We happen to be planning 
to pledge a piece of endowment. But we have a limited piece of 
it available for this purpose. There are other kinds of agree- 
ments that can be reached. Income streams can be pledged., The 
tuition stream itself can be pledged as the first claim for the 
financial institution lending the money. There are a lot of 
other things besides a larger endowment that are available to 
provide the guarantee to the institution that they may seek at 
the outset. My own hope is that they will find this is not, 
over time, such a drastic thing that it could not be accepted 
in and of itself. 

(Mr. Storrs) I think the income question is quite impor- 
tant, and I would like to go into it a little more. Can you, 

Lou, go into that? 

(Mr. Silversin) The difficult task is to come up with some 
estimate of what your future paybacks will be. You are uncertain 
as to what the future incomes will be of a group of graduates. 

It seems to me that I can best characterize what we did by saying 
that we consulted the data that were available. They were basic- 
ally the alumni reunion reports, and some national census data. 

That gave us a feeling about where the numbers would be. 

We had an estimate. Then we made assumptions which led us toward 
a very conservative end of that estimate. So that we had a 
pretty strong feeling that the numbers that we were working with 
were very conservative estimates. Well, that gives you the kind 
of story that you see up here on the blackboard that Professor 
Tobin was talking about this morning. 

We can talk about what we would be getting from various 
sources at different points in time. What you really want to 
know, for a given plan, once you have an idea, once you have 
hypothesized what those income profiles look like, is what those 
dollars are worth today. Dollars in the future are certainly 
worth less today than they are in the future. We want to com- 
pare them to the amount that we are lending now. 

For the plan to be viable, those dollars that you are get- 
ting in should be equal to dollars that you are lending out. 
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Well, in order to get a handle on whether the plan is going to 
be viable, the calculations are obviously. not all that complex. 

When we started out, we did a lot of things on desk calculators 
for a few days until we got a picture of what was going on. It 
wasn't until a few weeks later that we began to try to do the 
thing in a more systematic, refined way. 

Essentially what we did, once we had a picture of what the 
profiles would look like, was to go through the following exer- 
cise. If you have this estimate, this cross-section estimate 
of what various graduates are earning today, for instance, you 
know what a guy twenty years out is earning today, what you 
would really like to know is what a guy twenty years out will 
be earning twenty years from now. So you assume some rate of 
growth of income, say 4 percent a year. You can calculate what 
that is going to be. But that is not enough, because then you 
really want to know what that sum is worth today. You have got 
to evaluate these dollars at some point in time. And as conven- 
ient a point in time as any is the present. So you would like 
a present value of those dollars. 

So you discount that for twenty years at some rate of interest 
Well now, the question is -- and it has been alluded to before -- 
how do you pick the rate of interest at which you discount to 
find the worth of those dollars today, and how do you pick the 
rate of inflation at which you estimate what incomes will be 
twenty years from now? 

It turns out that it is arithmetically true -- it has nothing 
to do with any economic theory -- it is arithmetically true that 
all you are really interested in is the difference between those 
two rates, between the rate of interest and the rate of growth 
of income. And it is a very conservative assumption to say that 
that will be less than 3 percent. 

So without trying to predict what is going to happen to 
incomes and what is going to happen to interest rates, you can 
make that assumption. You can make a conservative assumption 
about what you think the profile really looks like. And you can 
see how big a tax rate you really need in this plan in order to 
make it break even under the worst assumption. That is the kind 
of exercise that we went through. 

We found that a tax rate of .4 percent gave us a very com- 
fortable margin for error. So that getting a feel for the sit- 
uation that far is really not all that complex a task, if you 
are just willing to make the appropriate assumptions and do the 
calculations . 

(Voice) Suppose your assumption is incorrect on 4 percent 
income growth and 7 percent on interest rate. Let's assume you 
had a differential of 4 percent rather than 3. You have heard 
it alluded to this morning why they picked that figure of 3 
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percent. But I am still not 
conservative . 



convinced in my mind 



that that is 



(Mr. Silversin) Historical data says it is conservative. 

We looked at published figures, and the difference between the 
two has usually been down around 1 or 2, and sometimes even 
turns negative. It may not be quite that low, because that is the 
rate of growth of income for the general population; and the rate 
of growth of income for college graduates may be a little bit 
less. Even if that assumption doesn't turn out to be correct, 
we have also got the fact that we have got seven or eight years 
to play with at the end. So the figures can turn out to be sub- 
stantially worse than we think they will. 



(Voice) If it did turn out to be 4 percent, would that 
destroy the eight or nine years of leeway? 



(Mr . 
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Let's draw the graph up in that direction 
would use up most of the leeway. But suppo 
to be 4 percent. Instead of taking thirty- 
eally take thirty-six years. So now we don 
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Instead of giving back the full $500 that they took through 
TPO, let’s say they have only given back $490. If we had been 
on the old system of giving them financial aid, they would have 
paid us $500, we would have given them back $200, for a net 
return of $300. No matter how you slice it, we are dramatically 
better off using this program. 

In addition, we might have a couple of things going for us. 

We do have some unpredictables . We also have some predictables . 
You would expect the default rate, for instance, might be lower. 

If you are paying $1,200 a year on a conventional loan and your 
income is $8,000, you might be very tempted to default. Well, 
you don't have that problem here. It has been effectively solved. 
I don't know how far you want to push that, but there are some 
things about it that might be more viable than a conventional 
loan. 



(Voice) In other words, you are comparing the different 
groups . 

(Mr. Storrs) With the traditional policy. 

(Chairman Buesking) There is one other point I might make 
on the tax rate and the catastrophe. I think Lou and Jim did 
look at what would be a national tax rate. Forget premium for 
Yale Law School degree, or forget premium for a college degree, 
and look at a national rate. That is probably like .5T instead 
of .4, or something on that order. It is not as grossly different 
as you would think it would be. 
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Similarly, as you think about going from a 3 percent to a 4 
percent difference, that is really a third catastrophe. We think 
that something on that order is a highly unlikely thing. Our 
trustees did require us to provide a sinking fur.d for that contin- 
gency, and we are going to build a reserve cr sinking fund which 
will have to grow in proportion to the total debt we put out. It 
is aimed at being available for this catastrophe, or until such 
time as we see that it is not going to occur. 

(Voice) Do you permit people who are participating under this 
program to also borrow under a guaranteed student loan? Can a 
student graduate from Yale ana borrow from other programs? 

(Mr. Storrs) He can borrow from wherever he wants, but he 
can clearly borrow from us. We will guarantee him that he can 
borrow from us. Otherwise, we couldn't maintain the open admis- 
sions, or the admissions based on ability, if we didn't guarantee 
him a source of funds. 

Most of the students are borrowing in a couple of places. 

We don't see any inconsistency there. It might not be a good idea 
to have two major programs at Yale, one conventional loans and 
one deferred tuition, for the reason that Professor Tobin talked 
about this morning. There might be an adverse selection process. 
But in terms of outside borrowing, there is certainly no reason 
they can't. In fact, it reduces our credit demand. 

(Voice) Of the total amount borrowed, what percent are you 
putting into the sinking fund? 

(Chairman Buesking) I can't recall the percent. If we reach 
$25,000,000 in deferred tuition loans under this Plan, we will 
have to have a sinking fund of $1,750,000. I forgot what percent- 
age rate that expresses. But when we reach the full limit of the 
Plan as we now conceive it, we will have to have approximately 
that amount as a contingency. 

(Voice) Regarding the sinking fund, do you anticipate student 
repayments will provide for the sinking fund or will Yale make 
that up? 

(Chairman Buesking) We hope philanthropy will. 

(Mr. Storrs) There is no conceptual reason that you cruldn't, 
just as we are adding on, let's say, half of 1 percent to our 
cost of borrowing to pay for administration, there is no concep- 
tual reason that you couldn't add on half of 1 percent to create 
a sinking fund, or to enlarge the student loan fund. There might 
be some legal problems, but there is no conceptual reason you 
couldn ' t do it . 
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(Voice) What would you do with your currant student loan 
furda if you don't have two large loan alternativea? You juat 
aa id and Profeaaor Tobin aaid you 8houldn't have a conventional 
student loan fund at Yale as well aa the tuition postponement. 

You already have conventional student loans. What will you do with 
them? 



(Mr. Silversin) We are talking about long-term conventional 
loans. Yale currently maintains its same level of financial aid 
as it has in the past. 

(Voice) So you would continue the same type of loans as you 
presently have? 

(Mr. Storrs) We are giving exactly the same financial aid 
that we did in the past. We are giving federal loans that are 
funneled through us. We are certainly approving state loans that 
come through us. We are just not putting out our money in conven- 
tional twenty-fivo year loans to compete with our money in income- 
contingent twenty-five year loans. 

(Voice) Are you deferring all interest costs on this? 

Doesn't it penalize current budgets? 

(Chairman Buesking) Yes, in effect. 

(Voica) Are you then recognizing it as income? 

(Chairman Buesking) That is correct. It is no different for 
any loan. It comes in as tuition income when the student executes 
the program. There is feature I should have mentioned this 
morning. We have an obligation that both the capital and the 
administrative and operating costs of this Plan are outside the 
Yale budget. It has to live on its own administrative rate that 
is in the Plan, and has to provide the capital from outside sources 
by borrowing rather than by loaning from endowment or putting it 
in the annual operating budget, or pucting into the annual 
operating cost the cost of the office. The Plan has to bo self- 
sufficient and self-contained in that sense. 

So it is outside the operating budget. 

fVoice) Would you say oner again, if you did it before, 
what assurptions you have made about the amount of outside borrow- 
ing that these students will be making? The implication of the 
previous question has gone by us. Have you made some provision 
for the fact that some of the students will still be repaying 
shorter term conventional loans? 

(Mr. Storrs) I think that was a large part of the decision 
to put the repayment rate at .4 percent instead of higher. If you 
do have a student wno has, let's say, $5,000 in conventional loans, 
he is paying back somewhere in the area of $800 a year. He may 
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thon take $5,000 in TPO loans and pay another $150 a year. He is 
starting to get near the maximurr , let's say six, eight, ten 
percent of income that he can repay on loans. If he had everything 
in tuition postponement, he could support a much larger loan 
burden. I think this had a lot to do with why we set the rate 
that way. 

(Voice) But looking at it back the other way, in terms of 
the order in which he discharges his obligations, assuming, 
for example, new legislation would move that maximum borrowing 
up to $10,000 plus TPO, I am just wondering what provision you 
have made. This may come up at the legal panel. But it seems to 
me the obligation to repay the federal loan is going to become 
exceedingly strict to collect that money. I am wondering what 
allowance you have made for that against his ability to meet even 
the .4 percent rate. 

(Mr. Storrs) Well, $10,000 through a National Defense Student 
Loan would cost somewhere around $1,150 per year. On an $8,000 
income, we are talking about a pretty high percentage of income. 

Our hope would be that the person who is going to do a lot 
of borrowing looks ahead a couple of years and sees that a 3 
percent, government subsidized, interest rate doesn't mean very 
much. What he is really concerned with is the annual burden of 
his repayments. And the fellow who is going to borrow a lot of 
money should then come to us, just like when you have to borrow a 
lot of money for a house, you get a twenty-five year mortgage. 

Tr the extent that we get a fellow with a serious NDSL , 
we can defer payments if he requests a deferral of payments on the 
ground of financial hardship. We would hope it wouldn't happen 
much. He now moves into the group that is a year behind, so he 
will get out a year later. 

(Mr. Ferguson) I want to raise two points from the discus- 
sions this morning and earlier this afternoon. There was a question 
asked of Jim Tobin about why, in the face of what we call the 
spouse rule, why we have used one-half of the joint income or the 
individual's income, whichever is greater. I think the question 
there is, "Why not just one-half the joint income?" 

One of the problems with that is that if we would consider 
for a moment that the Yale College females are going to be the 
ones who are not participating in the labor force, two Yale 
College males, one who marries and one who is not married, both 
let's say have starting incomes of $10,000. 

In the spouse rule where he paid on one-half the joint 
income, the fellow who was married would be paying on $5,000, 
and the guy who was single would be paying on $10,000. This is 
particularly a problem for us, since such a large fraction of our 
students are males, if my presumption is correct as to who is 
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going to be in the labor force. The real effect of this, however, 
will ba that the .4 percent that we have been talking about probably 
will not allow us to have an economically feasible program, that in 
fact our repayment rate would have to be something like .7 percent, 
because most of the ma3.es c.re now paying on one-half of their in- 
comes rather than their entire income. 

Another point was this issue which Dave* has raised and Jim 
raised earlier, with respect to both the group and individual term- 
ination, but particularly individual termination, if you would 
determine termination on the basis of some equivalent loan, like a 
12 percent loan, as if you had paid off a 12 percent loan. 

One of the problems we found with this, at least in our early 
analyses -- I presume it is still a problem although I haven't been 
involved in these recent analyses -- is that someone who is a very 
high income individual pays back in present value terms much less 
to get out o the program than someone who is moderately well to 
do. One of t a cases we were particularly interested in was a 
fellow who, two years out of school, has a bonanza, strikes an oil 
well or something like that, versus a professional such as a doctor 
or lawyer whose income is a little bit slow in building up, but may- 
ba within ten to twelve years after graduation has achieved a very 
substantial income. 

I say present value terms. If you had to pay a lump sum penalty 
to cet out of the program, the professional who is doing moderately 
well -- let’s .jay he is making $30,000, $35,000 -- could be paying 
much more to buy out of the program in a lump sum term than the guy 
wh .» is making a million dollars a year and can get out in the second 
or third year. T think we had some reservations about the equity 
of that situation. Besides the equity, it also has impact on the 
feasibility .in terms of the total repayments that we get in our 
cash flow anl financing requirements. 



(Mr. Storrs) There is no reason that you couldn't have a 
program where everyone eventually got out at some point paying 
exactly the same cost that his loan cost Yale. It would just take 
a person with a lot of income a short time to be out, a person 
with a lower income would taka longer to get out. You wouldn't 
have any subsidization of high income people paying for low income 
people . 

Everyone would pay off, let's say, a 7 percent loan, if that 
is what it cost Yale. They would just do it at different times. 
The number of combinations and permutations that you can work out 
on these plans is absolutely staggering. There is an incredible 
number of different value judgments, financial criteria and actual 
considerations of equity. 
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Who should be doing the paying, and what should ha be paying 
based on? These are the things that you have got to ultimately 
back up, assuming you have developed some kind of a model. You 
have developed the tools to look at the decisions. Tnen you have 
to start making hard judgments about how you want to define your 
criteria . 

(Voice) Are you saying that you can require a student to 
pledge 4 percent of his family income at some point, if he marries 
or she marries and the spouse goes to work? 

(Mr. Storrs) I think you are referring to the comment before. 
What he was referring to is the spouse rule, as we call it, which 
is the provision for how you compute your income subject to the 
percentage payment. If you are single, it is always your own 
income. The current rule says that if you are married and filing 
a joint return, it is your income if your income is higher than 
your spouse's; and it is your average income if your income is 
lower than your spouse's. 

We were talking about possible variations on that. Instead 
of that particular rule you could have chosen any one ot seven or 
eight different rules, to the effect that if you are married you 
pay based on your joint income or you pay based on half your joint 
income. One rule that might have some equity would be, if you 
are working full time you pay based on your own income whether 
you are married or not. But there are a lot of different ways that 
you can set it up. This is the kind of thing I am referring to. 

No matter how good a model you build, you ' ave still got 
some very hard decisions to make when you get to the end. 

(Chairman Buesk:ng) We will cover the spouse rule some more 
in the legal panel tomorrow also. I would remind you at the coffee 
break, as I did this morning, those of you who nave parked in the 
4:00 o'clock parking zone, if any, don't forget it, because they 
will tow. 

At the end of the finance panel this afternoon, we will have 
a pay-as-you-go cash bar for some social fellowship at the fraternity 
house that is marked on your Yale map. It is circled on the map. 

It is about two or three blocks from here on York St'eet. 



(Voice) Is there a cocktail deferral plan? 



(Chairman Buesking) We would be glad to take a share of the 
doctor's income if he would like to do that. 
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We are working on an attendance list. If your name is not 
on it, or you were not registered when you came in this morning, 
let us know; we will try and have it typed out tomorrow. Coffee 
time . 



. . . Recess . . . 
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PANEL ON FINANCES 



Joseph B. Hartmeyer 
Vice-President 
Chemical Bank 

Philip R. Reynolds < 

Senior Vice-President, Securities Department * 

Travelers Insurance Company ; 

j 

Robert D. Kenney 
Salomon Brothers 

Wallace Johrson 
Girard Trust Company 

Robert Costa 
Chemical Bank 

Albert W. Buesking 

Treasurer 

Yale University 



(Chairman Buesking) You can tell our concern with the financial 
aspects by the size of the panel. We decided we needed to expose you to 
a number of things. I would like to introduce the people as we proceed. 

We looked at a number of ways of financing the plan. As 1 mentioned 
earlier, we were committed not to put Yale's money into the plan. That 
wasn't based on the fact that we didn't have confidence in it, but because 
it probably wouldn't have proved very much had we said we will take 
$25,000,000 worth of endowment and invest it in student loans. That's 
fine. We possibly could have done that. However, that would not have 
demonstrated whether or not Chemical Bank would loan the money or if we 
could interest pension funds and insurance companies in assisting and 
financing such a plan. So it was a very conscious decision on our part 
to go to commercial money sources. 

In going to these various sources, we first talked to the major 
insurance company in Hartford, whose chairman was an "Old Blue", a Yale 
alumnus. They provided us with some research and assistance from their 
actuarial group , as well as very cold advice from their loan officers. 

We held exploratory talks with other insurance companies as well. 

We talked to two investment banking houses, one of which is represented 
here today. And we finally went to Chemical Bank, because they are our 
bank in New York. Joe Hartmeyer and Bob Costa on my immediate left are 
from Chemical Bank. Bob Kenney on my further left is from Salomon Brothers, 
and worked with us in exploring a long-term variable repayment vehicle that 
we might develop. 
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We have two other people who have not been involved with the Yale 
Plan directly, Mr. Philip Reynolds from the Travelers Insurance Company, 
Securities Department, Senior Vice-President, is familiar with the plan, 
but he did not participate in its development, and hopefully will bring 
us a fresh and new viewpoint about how insurance companies may be providing 
capital for such plans. And finally, Wally Johnson from Girard Trust 
Company, who has been involved with a group of medical schools in the 
Philadelphia area, and a consortium of banks, and has a variation, not on 
contingent loan plans or income-contingent plans, but one having progres- 
sive payments. 

Now, I think our approach, as a panel, will be to have each of the 
gentlemen describe briefly his particular perspective and viewpoint on 
the subject of both financing higher education and the income-contingent 
aspect of the Yale plan. Then I would like to open it up to discussion. 

You can ask them the hard questions, such as how are they going to lend 
money to somebody with a different set of assets, and a different set of 
students, than Yale University. 

Joe, do you want to make some observations? 

(Mr. Hartmeyer) I am with Chemical Bank in New York. We have done 
business in the past with Yale, so Mr. Buesking approached us originally. 

I guess it was the blind leading the blind to some extent as we didn't 
have any exact ground rules for the type of program that Yale brought to 
us. First of all, our bank is a commercial bank. We are very much inter- 
ested in education. It is a worthwhile endeavor where commercial banks 
should try to be able to help. 

We say that because actually we are a service organization. The 
success of our bank is in the hands of our staff, and the better educated 
they are, the better we can do. 

We at Chemical Bank, as many other banks, are already active in 
financing in the field of education, I am sure you are aware of some of 
these plans. At the Chemical Bank there are three basic plans in which 
we are heavily engaged now. One is the New York Higher Education Assist- 
ance Corporation. These are loans that are guaranteed by the State. The 
rate is a simple rate of 7 percent. At the present time I guess we have 
17,500 loans outstanding totaling about $23,000,000. 

We are one of two banks in the State of New York, the only one in 
New York City, that is Involved with the United Student Aid Fund program. 
These are backed by the federal government, as you know, and we are lend- 
ing to students under this program. 

The third one is our own program. It is a parent tuition loan 
program. There are no guarantors under this, but we are looking to the 
parent for repayment. It is a combination of saving for tuition, and then 
paying back. I won't go into the details, but it is an eight year program. 
The loan is on a discounted basis. There is about $3,000,000 or $4,000,000 
outstanding in this area. 
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Yale's plan is a new breed of cat for us* It met our criteria In 
some ways. We as a commercial bank are going to look first at the bor- 
rower, his character, and so forth. We felt Yale qualified from that 
aspect. 

Secondly, we don't want to be the only ones in the act. We don't 
want to have more risk than the borrower. We want a borrower to have a 
risk, to have an investment in itself, and certainly Yale does in this 
program, because it is ultimately on the hook for it. 

Normally commercial banks — and this is an area that is germane 
here — are short-term lenders by nature. Insurance companies, pension 
funds and other long-term investors make the longer term loans, but primar- 
ily our deposits are short-term in nature, and therefore it isn't considered 
good practice to borrow short and lend long. So normally we have five to 
seven years maturities. There are exceptions, of course. 

In addition, on any lean we look to see a repayment program, some 
way to get paid out, whether it is self-generating or by a commitment from 
somebooy else. Finally, we also look to see if our loan is secured, so 
if something goes wrong we can get out. 

On the Yale Plan, we have committed ourselves to working with Yale 
and supplying the funds that will be needed on an experimental basis for 
a five year program. We hope to see it develop so that this program, 
whether in the form Yale has it or whether it is altered to some other, 
will find acceptance and will find support from the outside, possibly the 
federal government or private enterprise or what have you, so that the 
loans generated can be financed out in the marketplace on a long-term basis. 

Of course, that is what should pay off the Chemical Bank loan. If 
the program does not gc, we will work with Yale on this five year program, 
and then set up a repayment schedule for the phase out. That is about it 
in a nutshell. I do myself feel that it is completely appropriate, in 
something like this, to borrow from a commercial bank. I agree with 
Professor Tobin's rationale this morning of the advantage to Yale in 
borrowing on a variable interest rate basis, i. e. , on the current market 
basis. However, eventually what I would like to see happen is for Yale 
and others to be able to generate long-term financing. I think that 
wouldn't be on a variable rate basis, however, but on a fixed rate basis. 

They could borrow from banks on a short-term basis, building up to a certain 
amount, and then go to market with longer term issues. If they build up 
enough loans from their banks, they can periodically go to market. Maybe 
it would not be on a variable rate basis, but they would be able to issue 
one year after another at varying rates of interest, so that on a long- 
term basis their overall cost would probably come out to what the market 
rate would be over a period of time. 

(Chairman Buesking) Thank you Joe. Moving from the kind of short- 
term financing that we arranged with Chemical, I would now like to ask Phil 
Reynolds to talk about the insurance company's viewpoint. The life insurance 
company might be viewed as the long-term investor with a need for long-term 
investments because of the long term nature of life insurance benefits pay- 
ments. 
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(Mr. Reynolds) In your introductory remarks you said I had some 
knowledge or familiarity with this program. I have to correct you on 
that. My knowledge is very limited. But 1 do have some interest in it. 

I think to put our role in the scheme of lending in some perspective, 
Joe Hartmeyer said life insurance companies, by the nature of the assets, 
insurance reserves, they are investing, tend to be interested in longer term 
notes and loans. We don't like to lend money for five years, as the banks 
do. We are much more interested in something on the order of fifteen to 
twenty years. 

Of course, the obligations in back of these tend to be long-term 
reserves rather than short-term deposits. Again we have exceptions to that. 
In trying to think of the funds required to support a program such as Yale 
is undertaking here, or that any other college might do, several things come 
to mind. One is: How could the funding of such a program fit the appetite 

of long-term lenders such as insurance companies, and pension funds? I 
think we are, as an institution, as an industry, largely guided by avarice; 
but mixed in with this we do have a social conscience and interest in social 
loans. It is very hard to distinguish these from time to time, in some 
cases wondering just what one's objectives are in making loans. So to the 
extent that a loan has a good social purpose, such as this, and can approach 
what we are as lenders looking for in the normal course of business, I think 
it is that much easier to sell to managements of institutional lenders. 

As I mentioned, long-term loans are of more interest than sh^rt-term 
loans. As I looked at the figures in the earlier presentation — I am not 
sure I understood them all — but the curve on one of those sheets — and I 
think it was semi-log paper, was still going up at quite a rate. One of 
the things that concerns insurance company lenders and long-term lenders is 
what we call "evergreen loans", loans that keep growing and never get paid 
down. 



So there has to be, in my view, some way to segregate these loans 
rather than have them all in one great pot where the outflow of cash ( i.e. . 
the amount of borrowing) is always growing at a faster rate than repayment. 

I think this is hard for long-term lenders to live with. As insurance 
companies, we also have some legal problems to deal with, namely, loans have 
to conform to state laws, most likely New York State, which has, from our 
viewpoint, the strictest qualifications. 

Very briefly, the borrower has to have a certain ability to cover the 
debt service. Historically, in the absence of that, it either has to be 
secured, or if unsecured, and a new venture, it has to be deemed non- 
speculative. There is no definition of what non-speculative means. 

In thinking of long-term funding, I gather there has not been any 
thought that a lender, an institution which might fund this program, would 
deal with individuals. Rather, there would be some intermediary such as 
the college. The lender would not be looking directly to the credit of a 
thousand students in the Class of 1972, nor could he under particular 
restrictions. We could not lend money directly because we cannot lend to 
individuals. So there would have to be an institution involved. Whether it 
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is the college, whether it is a consortium of colleges in a geographical 
area, or whether it is the Port of New York Authority — you can conjure 
up all kinds of institutions to be the middleman in the picture. But I 
think that is quite essential. 

Some of the things that come to mind, thinking of this quickly, are: 

What would be the security behind this? If it were just an institution, 
should part of Yale's endowment be behind this? If not, would it just be 
a general obligation of Yale? I think these two things would attract or 
turn off certain kinds of lenders if it had one and not the other. 

I think also for an institution such as ours there is a question of 
whether it would be more equitable to do it with a number of funds rather 
than one. From a credit viewpoint, Yale would be a dandy one. At least 
I would have thought it would be. I am not sure, on the current cash flow, 
whether it is any more. But are you going to have the problem of the 
Yales and Harvards and Wesleyans dominating the market, so to speak, to 
the detriment of small colleges which do not have endowments or names so 
well known? So I think it raises a question of how best can all colleges 
that want to participate in this kind of thing band together in some way. 

I am not saying every college in the country has to join in one kind of 
group, but maybe there could be regional groups. 

Well, those are just some of the things that occur to me in starting 
from a position of innocence on the whole question 

(Chairman Buesking) Thank you, Phil. I think you will hear soon from 
Wally Johnson on one of the area regional consortium ideas. I would like 
now to have Bob Kenney describe to you the interest of the banking house 
in this sort of plan, what they see as the problems and opportunities with 
long-term debt for financing student education. 

(Mr, Kenney) Thank you, Bill, It seems to me, in looking at this 
program of Yale's that it has several objectives; among these are finding a 
solution to the problem facing higher education in general, and also Yale’s 
specific problems. But it seems that in order to meet these objectives, 

Yale has to finance this program effectively. The program has to show that it 
is viable. It is important for Yale to get other educational institutions 
involved in this program. Once this has been accomplished, Yale and the other 
schools could possibly apply pressure on the federal government to come in 
and take the original lending institutions out with some sort of national plan. 
It is very clear that, regardless of how effective the program is, from an 
administrative and financial point of view, it would eventually outstrip any 
school's resources. I think one way we might be helpful is to offer some 
suggestions on the best way to finance this Plan. 

It is our opinion that in order to effectively fund long-term respon- 
sibilities, you should use long-term obligations. It is very dangerous to 
borrow short-term for long-term obligations because borrowing short-term and 
continually coming back into the market on a year-to-year basis can be very, 
very risky. If the Plan can determine what its financial resources are and 
borrow long-term on those resources, it would have the security of knowing 
that the funds are there at a given cost. 
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In terms of what market we see for this type of security, I think at 
the outset this should be a long-term private debt market » If you analyze 
the various institutions, the group which is the most significant in the 
private long-term market is the life insurance companies. As Mr. Reynolds 
mentioned, they generally loan long-term because they have long-term 
obligations. If you analyze the other institutions, like banks, mutual 
funds, pension funds, etc., this is probably not their instrument. 

An agent like Salomon Brothers might be helpful in selecting those 
institutions which it feels are sophisticated enough to understand the 
Yale Plan and the unique financing it would require. The basic problem 
from a financing point of view is that the loan repayments to the institu- 
tions should parallel the student repayments to Yale. This would require 
a deferral of interest as well as principal payments for several years and 
an unusually long-term, which would be approximately thirty years. Both 
of these, especially the deferral of interest, are quite unusual although 
this financing would be unique, in our opinion it is possible if it is 
explained properly, if the lending institutions are carefully selected, 
if the validity of the plan is adequately described and if the credit of 
Yale University is effectively utilized. 

(Chairman Buesking) Thank you, Bob. We would like to have Wally 
Johnson talk about the efforts of the Girard Bank and their consortium 
of medical schools in the Philadelphia area. On the subject of consortiums, 
as you may know, there have been a number of them developing. There has 
been one attempted with graduate schools* There has been one attempted with 
medical schools. There has been one attempted with a collection of business 
schools. I am anxious to hear how Wally got this group together, because 
those three groups could not agree among themselves, and so far have not 
come to fruition because of lining up all the constituencies I mentioned 
this morning. Trying to get them all in agreement about a common plan, 
even a very simple plan, is a staggering task. 

(Mr* Johnson) Thank you. For the past year I have been working with 
three associates in Philadelphia toward developing a plan to finance medical 
education. We approached this in a systematic way, first analyzing the 
requirements of the students in today’s market, then looking at the require- 
ments of the providers of funds, that is, the banks, the insurance companies, 
the private and public money markets. 

We believe a primary concern of students, medical students particularly, 
is the lack of certainty from one year to the next as to whether they would 
be able to get grants, scholarships or loan money. Secondly, if students 
were able to get money, how much would be available. Would they have to 
go home to mom and dad, or could they get money on campus? If they could 
get money on campus, would there be enough to go around? Thirdly, when the 
medical student graduated, would he be faced with a repayment burden which 
would be more than he could handle? As you know, the existing loan programs 
now invariably call for ten-year repayment schedules, with payments either 
fixed or actually decreasing as interest payments decline. This places a 
heavy repayment burden on the student when his ability to repay is perhaps 
the lowest of his career. 
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The requirements of the providers of funds, as the bank understands 
them, are three: first, there must be safety of principal. The defini- 

tion of safety of principal, of course, varies depending on who is provid- 
ing the money. Secondly, you have to have varying degrees of liquidity, 
that is, the ability to get out of a loan within a relatively short amount 
of time should the need arise. Thirdly, along with the safety of principal 
and liquidity, there must be adequate return on your investment, in light 
of the risk being taken. What we decided, after looking at all these 
requirements, some of which seemed to be at odds, was to attempt to form 
a non-profit tax exempt foundation which would function in a manner similar 
to a consumer finance company. By meshing the needs of the students and 
the investment community, we could perhaps satisfy both. 

We are in the process of doing this now. The way the program works, 
is that banks, medical schools, philanthropic interests and private inter- 
ests invest in certificates or loans. The Program for Research and 
Investment in Medical Education, called PRIME, then relends this money 
to individual medical students. We have been talking to the five Phila- 
delphia area medical schools and have received an initial response from 
the dean's office of each school indicating an interest in listening to 
and supporting research on the program. 

The repayment schedules which the individual students have are 
variable. As was mentioned before, they are progressive repayment 
schedules, starting from a base of $200 to $400 per year. The graduate 
decides how rapidly he will repay by choosing an annual increase in the 
base payment from zero to 29 percent a year. Each year, then, his payment 
will increase over that of the preceding year. 

On the investment side of the finance company, we look to the banking 
community to invest approximately 70 percent of the funds which are re- 
quired. These funds will be borrowed short to pay long - something which 
is contrary to the thinking of bankers today, with the exception of finance 
companies. Finance companies, as you know, borrow 90 day notes from banks, 
borrow 30 to 60 day commercial paper, and they relend this money to people 
with relatively high credit risks for three to five years. 

We intend to extend credit for a somewhat longer period of time. 
Therefore* we intend to have approximately lour times as many banks 
participating as we need. This will provide for adequate rotation of 
bank lines, and therefore liquidity. When one bank wishes to be paid out 
for a portion of the year, we can do so without endangering the program, 
as other banks will be asked to fill the gap. 

Let me now discuss the interest rate which we are talking about. As 
1 mentioned, banks were putting up 70 percent of the money. We expect the 
remainder of the money to come from the medical schools themselves, from 
private philanthropy, and from interested individuals. I don't think I will 
go into the details of that arrangement now. but if you will catch me later, 

I will let you know how it works, As you consider these three or four 
sources of funds, we can lend money to the student profitably, or I should 
say at the break-even level, at the rate at which we .ire able to borrow money 
from banks. Because of the structure of the program, we believe we can 
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borrow at or near the prime rate. We have talked with two Philadelphia 
banks so far, one of them being my bank, and have received contingent 
commitment for a one million dollar line of credit. 

One aspect that is interesting about our program now is that it 
doesn't involve any guessing games about future income of physicians. We 
are using existing mechanisms of the money market today. The program 
itself has unlimited expansibility, depending on how many banks we are 
able to attract, and how many medical schools wish to be involved. We are 
very excited about the program. We are hoping to get it going by next 
September. 

(Chairman Buesking) Thank you for that most interesting report. 

Now, before we open up for discussion, let me pass on the story that Bill 
Martin, who is a Yale trustee and a member of our Finance Committee, tells. 
You talk about borrowing short and lending long! You can imagine the pro- 
blem of convincing him to borrow short and lend long. 

It seems that the director of the deferred tuition plan at Diploma 
University turned into the medical school to be examined, and they con- 
cluded the only solution was a heart transplant. This shocked him quite a 
bit. But he said, "If that's all that can be done, that's all that can be 
done." The dean of the medical school said, "We have three heaits in the 
bank. We have a retired financial executive, we have a ballet dancer from 
Russia, and we have a Welsh boxer." Without hesitation the director of 
the tuition plan at Diploma U. said, "I will take the retired financial 
executive." The dean of the medical school said, "That's very fine, but 
you have two splendid athletic specimens that you have turned down. Why 
would you do that?" He said, "I want the one that has never been used." 

Phil Reynolds says that that is really not so; that they do have a 
heart at Travelers and the other institutions with whom I have been dealing. 

That concludes our somewhat Informal remarks. We would like to open 
the floor to questions. 

(Voice) 1 would like to know something about using variable interest 
rates, that we were talking about earlier this morning. It didn't come 
out in the discussion. It seems to me that a long-term, variable rate is 
quite feasible. Why isn't it? 

(Mr. Kenney) Variable rates are becoming a reality. I don't know 
whether that means that they are attractive at this time, although people 
are becoming more receptive to considering all types of alternatives. 

One problem you have with the variable rate is that it puts the lender 
in an uneasy position because he does not really know where interest rates 
will go, and therefore, what his return will be. I think when a lender 
commits himself to provide funds for a long period of time, he wants to 
know what his return will be. 

(Voice) But with these variable contracts, it seems to me he can 
accept a variable rate without risk. Wny doesn't he accept a /ariable rate 
of interest? 
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(Mr. Johnson) It seems to me the que.stl.on which should also be 
considered is to whom are we talking on the point of view of variable 
rates? If we are talking of an annuity or a type of investment where the 
return is going to be known as well as the cost, then there is certainly 
very little reason to have a variable rate. But if we are talking about 
something where there is a market rate of interest which will affect the 
supply and the demand for this type of instrument (i.e. . a student loan) , 
then certainly we should have variable rates. 

If you look at the bank's experience with government-backed loans, 
the maximum interest rate, as you know, last year was 7 percent. What 
happened to the government student loan market when the prime rate was 
81/2 percent? It dried up. I think if we had had variable rates at that 
time, you would have seen a lot more student loans marketed. 

(Voice) Will you clarify, Mr. Johnson, what you were saying about 
the repayment part of your plan? You said something about starting at 
zero and going to 29 percent - of what? 

(Mr. Johnson) The initial payment is increased a fixed percentage 
each year, from zero to 29 percent at the discretion of the student. It 
may start from a base of, say $200. So a payment which increased by 4 
percent, the next payment would be $208. 

(Voice) But you are simply paying back principal plus interest? 

(Mr. Johnson) That is exactly right. The schedules that we have 
worked out were not based on income projections, as are Yale's. Our re- 
payment, compared with the .4 percent per thousand deferred in Yale's 
plan, would vary between .2 percent and .65 percent, depending on the year 
in which the payment was made. It is an increasing fixed repayment 
schedule. In other words, the student knows when he signs the contract 
what his payments are going to be for the next twenty-five years. It may 
start out at $200, and end up at $2,000, but he knows what it is. 

(Voice) Mr. Johnson, I have a question on the 30 percent funding 
which is not from banks in your plan. Would the amount that will be in- 
vested by a medical school come from their operating budget? 

(Mr. Johnson) We don't tell the medical schools where to get the 
money. Actually, only about 5 percent of what we need are we seeking from 
the medical schools. I can't call it a token contribution because it is 
not, but the medical schools are allocated loan money on the amount of 
money which they are able to put into the program in a proportionate share. 
If we are not able to raise all the funds to meet the demand, we have to 
have some method of doling out the funds to the consortium of schools, 
and this is one rule that we have decided on. It may change as the program 
develops. But on the basis of our experience so far, this is what we plan. 

(Voice) With regard to your PRIME organization, you have suggested 
that it would be like a finance company. How do you intend to organize? 

Is it unier the Pennsylvania Consumer Discount Law or something else? 



(Mr, Johnson) It will be a separate corporation, 

(Voice) But under what particular jurisdiction? 

(Mr. Johnson) 1 am not an attorney, so 1 don't know exactly how 
to address this. 

(Voice) The question that 1 am raising is that ii you do incorporate 
under a statute as a consumer discount company, a finance company if you 
will, there are so many restrictions involved that you can't do some of the 
things you have talked about, 1 don't believe. 

(Mr. Johnson) First of all, it is a privately-owned organization, 
which I believe may have some bearing on that. Secondly, it operates some 
what like a finance company, but it is not a finance company- It is a 
selective type of organization, a non-profit, public foundation. 1 can't 
comment beyond that in as much as we haven't gotten the legal rulings yet. 

(Chairman Buesking) This is an interesting device. I think Ford 
did some thinking about that idea, and we did ourselves at the time it 
appeared there would be a number of institutions going at the outset. We 
would form a separate finance and insurance company, a separate legal entity, 
incorporated under the laws of Connecticut or New York. We too had used 
the idea of each school paying in some capital. That was one way that 
would satisfy institutions, such as the insurance companies, which cannot 
deal with individuals. 

We probably run into the same problem with some pension funds, Bob. 

I suspect they would have great difficulty dealing with individuals They 
would prefer to deal instead either with the college or university itself, 
or an intermediary institution. Are there any other questions? 

(Voice) Can you give a brief summary of the working relationship 
with the Chemical Bank': 

(Chairman Buesking) Yes. We made a proposal to the Chemical Bank 
about the plan. We gave them a requirement of potentially $25,000,000 in 
short-term paper. In turn, they provided us with a commitment for the 
first year only. Future years are subject to further negotiation and to 
farther tvreement, That commitment for the first year is related to the 
corporate prime without regard to compensating balances. In other words, 
it is a straight relationship. We have no balances to get us a lower rate 
of interest. The rate is a fraction of a point above the New York "prime" 
rate, and will be re-set every ninety days on the first day of each calendar 
quarter. That rate will apply to the amount of debt then outstanding. We 
will make a drawn-down of new money probably twice a year. We have not 
made the first one yet, but are in the process of completing it. 

Chemical Bank is expecting at the end of the five years that there will 
be alternative sources or methods of financing. The experimental phase 
would theoretically have prefaced some longer term arrangement. 

We have two agreements about interest. The first is tha* Chemical 
requires interest to be paid quarterly, Yale will have the problem 
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of either financing interest out of its own working capital (and advancing 
it to the plan), or finding some other source of financing that interest. 

In the event we elect to refinance the interest by additional borrowing 
from Chemical, there will be a slightly higher factor above the corporate 
prime. Is that a fair statement of it? 

(Mr. Harmeyer) Yes. 

(Chiirman Buesking) The lawyers and financers both helped elongate 
that statement quite a bit. They cannot insure interest, so to speak. It 
would be a separate loan under a different agreement. But at the moment 
we are contemplating paying the interest currently and probably will advance 
it to the plan from Yale's working capital. But that is not a known fact at 
the moment. 

(Voice) Do they have the option to call in the total amount outstanding 
in the contract period? 

(Chairman Buesking) Yes. It is an obligation which we have pledged 
to keep unencumbered, unrestricted, and readily marketable — I believe 
those are the three words — assets that equal and slightly exceed the 
amount of the outstanding amount. However, it is a demand obligation. It 
is not a term obligation. Tf you go into term, you immediately start to 
get into the problem of fixed interest. You have disconnected yourself 
from current rates, and you are pacing some i remlum for that fact. We are 
trying to achieve the lowest possible interest rate for the plan. 

(Mr. Hartmeyer) We did discuss with Yale various possibilities. 

They elected to take the short-term, and roll-over. As I mentioned, we 
are morally committed to see it through the experimental phase. But these 
are very short-term loans, in effect. We were agreeable and suggested to 
Yale that we would entertain the thought of a commitment for five years 
for a larger sum of money. Because that would have involved commitment 
fees and other costs, Yale was content with a shorter time. 

(Voice) Did Yale provide any collateral 7 

(Chairman Buesking) We didn't provide collateral per se , that is, we 
did not put in trust with Chemical any funds or assets. We did pledge to 
maintain unencumbered, unrestricted, readily marketable assets equal to 
or slightly greater than the amount that had been borrowed, and that is 
subject to verification. 

(Voice) I gather Yale really borrowed on its reputation. My question 
is, how about a little school, not like Yale? Would Chemical Bank lend them 
the money? 

(Chairman Buesking) Well, Chemical will have to say to whom they would 
lend money. I think practically any institution could go to a commercial 
bank and borrow under some circumstances. The less reliable the pledging 
assets, the higher the price is going to be. As long as we did not ti' up 
our assets at Yale, we were willing to pledge, to get as low an interest rate 
as possible. 
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(Mr. Hartmeyer) You are right. You can't answer that question 
categorically. To us the strength of the borrower is very important in 
situations without an outside take-out or where repayment may be structured 
over many years to come. You have to look at each individual case and see 
the strength, the cash flow, f. nd so forth, of the particular college. 

A loan wouldn't necessarily have to have marketable securities behind 
it. It would depend on other factors, other pledges they have made, on 
real astate and everything else. But there are many ways to look at it. 

(Voice) Out of what are you paying your interest? You said this is 
not part of the operating budget at all, but you are paying interest currently. 

(Chairman Buesking) Not yet. It is the first of January. 

(Voice) Well, you plan to. 

(Chairman Buesking) When that point in time comes, if we do not 
borrow the interest separately from Chemical, we will probably pay the 
interest out of our current working capital and charge the Plan for having 
advanced that money to it. There probably may come a limit as to how much 
we will advance to the Plan, but perhaps Yale can carry interest until 
student repayments equal interest payments to the bank. If we look at 
the total, that figure of interest could run $3,500,000 to $4,000,000 before 
student repayments equal interest payments. 

But that money is rot lost. We would consider that as being income 
to Yale during the time it was advanced to the Flan, because the Plan will 
pay this contract formula interest that was devised, regardless of whetner 
we put our own money in, or Chemical or Travelers money goes into the Plan. 

(Voice) Does the bank consider listed equi ies of major corporations 
as readily marketable assets? 

(Mr. Hartmeyer) Yes. 

(Voice) At 100 percent collateral? 

(Chairman Buesking) Ours is not 100 percent. We have agreed on a 
fraction above 100 perc nt. 

..Voice) They do not have to pledge gc /eminent obligations? 

(Hr. Hartmeyer) No, 

(Voice) You are gambling on the market. 

(Chairman Buesking) The bank takes no risk. Yale will maintain an 
aggregate amount of pledged securities, and these will change with market 
conditions. 

(Voice) Nothing has been mentioned about what seems to me to be the 
ultimate security behind this loan, and that has to do with the student 
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himself, the borrower from Yale. After all, Yale is only the middleman. 

Now, is the student's pledge of his future income of no value at all to 
long-term lenders? 

(Chairman Buesking) That is a good point. It could be demonstrated 
in time, as part of this experiment, that the student's pledge may have 
some value. At the moment:, it is not one of the pieces of security we are 
talking about, but hopefully it will be. Bob or Joe or Phil, does anybody 
want to comment on that? 

(Mr. Reynolds) We have no history to go on. The value may be there. 

I am not arguing for or against that, but it is a question of making a 
determination to satisfy various people that the pledge of a student's 
future income is indeed good security. I think, in the absence of having 
either a history of that or of some way (the thought horrif i 3s me) of doing 
a mass credit analysis, you have to look primarily to the middleman. 

(Mr. Hartmeyer) You have to look to the middleman if only to keep 
rates down. In the present market you couldn't look to the students. But 
there is no doubt, I think, again over a period of time, that what you say 
will become true. For instance, in our bank now we make loans in specific 
areas where we have developed some knowledge. 

We are lending, for instance, insurance premium financing for medical 
students. We are active in that because it is a market we have studied, 
and the history of melical students is that their prospects are good. Of 
course, in their early years, through medical school and on through intern- 
ship, they are not making money. But this is a field we are actively 
financing. I think the same principle may work in the general college and 
graduate schools. 

(Mr. Costa) We have heard some colleges have negligible default 
records on loans, whereas some have rather substantial ones. This needs 
to be clarified and explained. 

(Voice) I don't really belong here, because I am an intern. I am 
one of the co-authors of the proposal which Wally spoke to. I am very 
intrigued by that comment. I think it strikes at the very core of the 
problem we are talking about, which I think relates to a philosophy of 
education. Namely., who is to pay for education? 

I wrote a note to Wally while we were talVing to the previous panel. 

I will read it: "The main issue which must be faced in the long run is 
how much of the true cost of education must be shouldered by the student. 
With the tuition postponement option, you can temporarily avoid this 
issue. Because it is not financially self-sustaining, you can't hope to 
run the university on TPO receipts. The TPO concept capitalizes on the 
student's lack of knowledge on future income. Whereas the PRIME concept 
(this puts me at issue with TPO, which I would like for the purposes of 
debate) openly proclaims itself to be self-sustaining, and it contracts 
to educate the student so that he will have a grod income and therefore 
should accept the personal responsibility of paying for this personal gain." 
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In this sense the two concepts are diametrically opposed, if we think 
about investment in education. 

It has been proved by some studies that education is a good investment 
specifically medical education, and even college education, Killingswor th 
has done a study. In 1946 Milton Friedman in Chicago observed that the 
return on human investment was far better than return on investment in 
machinery, and therefore education was a good investment* 

Translating that to a student loan program, can we expect the student 
to 7 »ay the loar. back? My feeling is, no, we can’t expect the student to 
pay the loan back until we commit ourselves by saying to the student, ’’This 
is a good investment for you 0 We expect you to shoulder a significant part 
of the cost of your education* We will provide you with the money that you 
need to do this, but it is your responsibility,” v 



I think in that sense it is confusing if you nk about the tuition 
postponement option as a total ’’gestalt” for plans for higher education. 

What It is really, as I understand it, is a method of payback* It is not 
an overriding innovation concerning who pays for education, I think you 
have to face that issue. 

(Chairman Buesking) I would disagree with you slightly, TPO doe§> 
assume a marked shift in the burden of financing from the taxpayer, the 
parents and the philanthropist, to the student. I think TPO is as self- 
sustaining as the plan you and Wally described, except you said there may 
be some practical limits on whether that is a third or a half or 100 percent 
of educational costs. But whatever segment is involved, it is still hoped 
to be predominantly self-sustaining. 

On the student paper, it would be my hope that in a very short period 
of time, two, three, or four years, we would have some of the data about 
repayments that the financial institutions are looking for. I think that 
data is there now, if they would care to look. Yale and other schools have 
had conventional loan programs for decades * We have experience on 
mortality and income profiles which contributes to the ’’character” of our 
own student ”pape* i,” when such becomes a reality. 

(Voice) I would be curious to have the financial representative 
comment on Wally’s plan, and especially about the incentive of why a backer 
would like to get involved in that kind of program. Because it seems to 
me the critical element is the fact that he is dealing with medical students 
or conceivably that he might deal with business school students; but that 
is a different situation from dealing with students in anthropology or 
history or some other field. 

(Mr. Kenney) I have to admit that I don’t at this point thoroughly 
understand the plan as proposed, so I don’t think I am in a position to 
comment But I would say that a plan of this type might apply to medical 
students because of their higher earning ability, 

(Chairman Buesking) I na^e difficulty with that one, because al. we 
are talking about is the term and the tax rate you might use. If the 




anthropologist's income is lower, we might not use a .4 percent tax rate. 

We might use .6. But there is Just as valid a group of assumptions that 
you can make for the anthropologist as the doctor. 

(Voice) But will it be considered satisfactory security for the 
bankers when they are putting up 70 percent of the money? 

(Chairman Buesking) There is no less security with the doctor as 
with the anthropologist. Each one has to be predicated on knowledge about 
nat particular group. It will be our job to demonstrate the economic 
viability of each. 

(Voice) The doctor, he can practice no matter where he is. He is 
much easier to follow. You can keep track of where he is. 

(Mr. Johnson) This is right. This is why we wanted to get our feet 
wet with the medical community because we know that we can find doctors. 
Between the American Medical Association, the other medical associations 
and the schools, we can find them. 

Secondly, the program is a conventional loan program, in the sense 
that the student signs a note which is legally binding, and which can be 
followed in court for collection. 

Thirdly, if you look at the default rates on loans to medical students 
in the Philadelphia area, which is all we looked at, to be honest, it is 
in the neighborhood of one-half of 1 percent. We feel, because of the way 
the program is structured, it is going to continue at that rate. That, 
incidentally, compares with a default rate on finance companies' loans in 
the neighborhood of 4 to 7 percent. 

(Voice) I would think that some of that uncertainty about the 
anthropology student versus the doctor would have been taken into account 
in coming up with the parameters in the income profiles and the response 
of the alumni. 

(Chairman Buesking) That's right. The particular earning capacity 
of the individual is the primary variable. If you build a p-ofile for a 
doctor and try to jply it to the anthropologist, it won't work. 

(Voice) My point is that Yale is presumably putting up 100 percen*- 
security for the money they are borrowing from Chemical Bank, whereas 
PEIME's banks are seeking only 30 peic_nt. Is Yale so much a poorer risk? 

'Chairman Buesking) We cov.ld have gone the same, route and achieved 
the same situation under the lav3 of the State of Connects rut. We could 
operate this plan under a conventional finance company mode and use the 
leverage, if you will, of the paid-in capital (trom our endowment funds or 
philanthropy or foundations) in order to go borrow money from commercial 
banks. We wanted to avoid the finance company route, at least at this time. 

(Mr. Hartmeyer) There is a difference here. I see what you are 
driving at. First, there is no set repayment schedule. Repayments are 
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based on income. If all the students decided to sit on the beach, where 
does repayment come from? Secondly, the way it is set up, we have no con- 
trol over Yale's followup on the individual loans. If Yale never collects 
a dime, that is not part of our obligation. We are looking at it the way 
it has been set up by Yale. Thirdly, we look for security because it is 
experimental. We ate a commercial bank. We do not wish to be in there for 
thirty-five years, so we have this as protection, as a way possibly, if the 
plan failed in five years, as a way to get out. 

If things develop and a long-term market appears, well, fine. We 
may make changes as we go along, depending on experience. 

(Chairman Buesking) I might also add that ours is in existence. 

This one (PRIME) is still being brought to fruition. It will remain to be 
seen whether or not they get the paid-in capital; and secondly, whether 
the banks in fact sign the commitments to give them the loan capacity, 
partially secured with unsecured notes from students. The latter is an 
untested thing at the moment. It is untested here. We want to test it. 

(Mr. Hartmeyer) As Wally stated, there is also the 30 percent capital 
Investment from the institutions and from individuals. This represents an 
investment that could be lost, and this is protection for the banks. We 
are lending 100 percent to Yale. Yale's organization is not a finance com- 
pany, where the bank looks at how much money ij behind a subordinated loan. 
In that kind of set-up you have got ratios that have to be maintained, 
and you have Investors to put in additional money in one form or another. 

(Voice) If this was indeed not an income loan but a conventional 
student loan over a long period of time, of what value would the student 
promissory ’,jte in the contract be to you for financing? Then you would 
be able to pledge student loan contracts or notes to the bank. 

(Mr. Hartmeyer) I am not prepared to say exactly how much difference 
it would make for an income-contingent loan. It would make a significant 
difference under a fixed obligation. 

(Voic^; How much of a difference are you talking about? Would you 
require a pJedge 100 percent of what they borrowed, or could you use 50 
percent terms in the contract? 

(Mr. Hartmeyer) I am not sure on that, the way it was set up. If 
we are talking about thirty-five year financing, it would not be in our 
interest t" be making a thirty year loan under any circumstances. A bank 
commitment for a loan of over ten years would have some very restrictive 
provisions, I'm afraid. 

(Voice) In that case the studar.t's pledge would be of little val e. 

(Mr. Costa) You are tal '.ng about an individual type loan. Student 
loans right now to individuals, even on a relatively short base, have been 
guaranteed in most cases by the state or federal government. The individual 
going to his bank would be something else again. 
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(Chairman Buesking) I suspect the discount would be fairly high 
right now. 

(Voice) Dr. Spears indicated a few minutes ago that there is prac- 
tically no loan limit to the individual medical student. He could also 
borrow from the TPO. On what basis will you determine need at the graduate 
or professional level? 

(Mr. Johnson) There are two things, first of all. While we say 
there is no limit, there is obviously a limit. You have to analyze each 
individual applicant. He has a certain number of resources, a certain 
number of loans. Because the PRIME concept is probably the most expensive 
source of funds, he is prcbably going to come to this group last. He will 
get his scholarships, his grants, and maybe a 3 percent AMA-ERF loan if 
he can get that. And lastly he will come to us. 

We would expect somewhere in the neighborhood of 25 to 40 percent 
financing, perhaps less in some cases. And the maximum, of course, would 
have to be set by analysis of the cost of education at that particular 
school. 

(Voice) Concerning the comments the gentleman made who was the co- 
author of the Girard Bank Plan, is there an inherent part of the PRIME 
plan to pass on a larger share of the total cost of his education to the 
medical student? 

(Mr. Johnson) No. That is up to the school. We do not purport to 
tell the schools how to treat their tuition increases or decreases. We 
want to remain completely independent. As has been said before, there arc 
two different things. Schools are faced with needs for increasing money. 
They have to satisfy their demand in some way. If they need to increase 
their tuition, it has little to do with the PRIME concept. 

(Voice) May I comment on that? That is something I :ouched m. 
before. Even if the money became available, if the student has to get 
$5,000 to go to Penn and $3 ; 000 to go to Harvard, he would certainly go 
to Harvard for financial reason i alone. 

(Chairman Buesking) That is a very good point. We faced the same 
problem. We talked about raising tuition $1,000 for the current year, 
and offeixnt, it under TPO. We deciaed we couldn't afford to do that in 
the marketplace, because the people with whom we compete weren't going 
to do anything like that. So there is a practical limit set by your 
cohorts as to how much you are going to pass ~long of the full cost of 
education to your student body. 

You heard at least two plans described here today. There are many 
others. Each institution will tackle a plan to fit its own needs, but 
student loan schemes get at only part of the financial problems of higher 
education. 

A large group of institutions is going to press for increases in 
gifts and grants, the public ones in particular, but the private ones as 
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well. There are extensive lobbies at work to develop acceptable Federal 
funding such as the per capita provision in Edith Green's House bill. 
Finally, some schools are trying to improve their managements. Those who 
attempt to improve their management, and the management of their resources, 
as well as those who do a little innovation on their own part, will need 
a fair amount of ingenuity and hard work to develop an approach that is 
appropriate for each of our institutions. 

We at Yale do feel that the area of innovative student loans is an 
important facet of the solution to the financial problems of higher educa- 
tion. We are not here today to try to sell Yale's solutions, but only 
to develop a dialogue which will help us all. This Financial Panel has 
been one attempt to provide an exposure to the ideas of other people who 
have worked or. this problem. 
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CONTINGENT REPAYMENT PLAN - YALE GRADUATE SCHOOL 



Donald W. Taylor 

Dean, Yale Graduate Srhool 



(Chairman Buesking) This morning we have got two or three groups 
of people who will talk with you. Mr. Donald Taylor, who is Dean of the 
Yale Graduate School, will discuss the particular application of our 
plan to the Graduate School. 

I should say that we have more than one plan; we have three. One Is 
for Yale College, one Is* for the Graduate School, and one Is for the Pro- 
fessional Schools. The basic characteristics of each of the plans are 
Identical. However, the amount of morcy that Is offered and some of the 
conditions under which funds are offered vary among these three plans. 

That Is the reason for separate plans, which really are Identical, except 
for certain peculiarities and considerations In the Graduate School and 
Professional Schools that were not present In the College. 

After Mr. Taylor has talked with you, t- T e have two representatives 
from Duke University: Mr. Beatty, who is the Assistant Director of 

Financial Aid at Duke; and a Graduate Student and Research Assistant, 

Mr. Ferebee, who will spend fifteen or twenty minut> s discussing with 
you the efforts that Duke has made in this area. '’hen we wjII have some 
alternative approaches to our particular Tuition Postponement Plan 
There are probab.’.y infinite numbers of people Involved in developing 
these things. You will have a chance then, to discuss at souie length, 
various alterations of the basic plan e have been wirVxng w. th. 

Don, would you like to come up? 

(Mr. Taylor) As Mr. Buesking has said, th j plan in the Graduate 
School in one sense is quite similar to that in Yale College. At the 
same time, it is, in a number of respects, quite different. As I under- 
stand it, my function here this morning is to explain to you the differ- 
ences in the Graduate School plan, and some of the reasons for those 
differences. 

Some of you, I suspect, are directly involved in admissions and 
financial aid in a Graduate School and are already aware of soi^e of these 
differences. But for the sake of this discussion, I would like to review 
briefly why it was that we thought we needed a rather different approach 
in the Graduate School from that in Yale College, what some of the differ- 
ences are, and what the results are that we have today. 

The first thing that is true of financial aid in 'the Graduate School 
as compared to financial aid at the undergraduate level — and indeed, I 
think, in theory, in any other graduate level school — is the complexity 
of the sources of support for graduate students in arts and sciences. If 
you look at the undergraduate financial aid budget, it consists primarily 
of money administered by the University plus some endowment funds. At 
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the graduate level, we have some endowment and some general appropriation, 
but these together represent only about a third of the funds which In one 
way or the other support graduate students. The total budget Is something 
on the order of $8 mill -on, of which only two million Is from the general 
appropriation^ Because financial aid comes from very different sources, 
the problem oi how one i'fes contingent repayment Is complex. 

Perhaps more Important Is the rapidly changing nature of funds 
avallab 1 ?. Probably I should have said that financial aid for graduate 
studies has come from many different sources, but they are becoming fewer 
and fewer. The Important fact which faces any graduate dean Is the loss 
In outside sources of support foi graduate students. The peak In Federal 
financial aid, for example, occurred In 1968 and 1969 on this campus as 
on other campuses. In the period since then, we have gone from a high of 
something like 700 graduate students supported by various Federal fellow- 
ships to roughly half that In another four years. 

We are also losing outside support In other areas. For example, 
there Is no more Woodrow Wilson support. The New York State Regents 
fellowships arc no Ion, r av; lable on the graduate level. The net result 
Is that over the next cwo to four years we may lose fifty percent oi oi r 
outside support for graduate students. And I say "ve", meaning not only 
Yale, but many other graduate schools. 

As a first adjustment to this loss of outside support, we cut ad- 
missions by thirty percent a year ago and held It at that this year, 
simply because of the financial aid problem. If ; ou look at the University 
of Wisconsin, Harv rd, Princeton, Brown, Stanford, and a number of other 
of the larger graduate schools, you see the same picture In terms of the 
problem for support for graduate s-udents. 

The point of this, for present purposes, Is simply that we could not 
say In the Graduate School, as was said In the College, that Yale would 
continue to provide the same amount of financial aid that It has provided 
In the past, and that the Tuition Postponement Plan would be used to cover 
the Increase In tuition year by year. We are no longer in the position 
to continue to provide from any source, the same amount of financial aid 
that had been provided in previous years. In fact, we had to look forward 
to next year and the year after, in which we would f re a rapidly dimin- 
ishing total amount of financial aid for graduate students. So we could 
not describe this as simply a plan to cover the increase in tuition this 
year, next year and the year after. Instead, we were facing the much 
more serious financial aid problem which this would hopefully help alle- 
viate. 



There are many sources of support. Some of these sources cover the 
tuition, whatever i* - is, including tha increase. If a man is on an 
asslstantship^ In res arch, then the assistantship In research covers not 
only his basic stipend, but his tuition increase. Tuition postponement 
is not relevant there, 1.: any case. If he is on a fellowship with cost 
of education, where the University gets $2,500, my budget is required to 
cover that difference. This year, for example, I would have to award a 
$400 fellowship to every student on a Federal support grant which has a 
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$2,500 cost of tuition provision. This again is a difference growing out 
of the complexity of sources of support. Many other sources cover tuition 
or provide for cost of education payment, with the result that we can not 
ask the student tu meet the tuition increase. 

A further point which 1 should mention, is perhaps a minor one; the 
nature of fellowship aid in the Graduate School is such that whether one 
likes it or rot, it would not be very popular either among faculty or 
among students to talk about postponing tuition. I am afraid in the recent 
affluent times of the past ten years, in at least mrr.y major Graduate 
Schools, it has been expected that the tuition would somehow or another be 
covered, if not by University Fellowship, then by other sources. To call 
it the Tuition Postponement Plan is simply not appropriate. Hence, in 
the Graduate School, we use a different name, as you have already seen on 
your program. It is, I think, in "act the original name of the plan, 
namely, the Contingent Repayment Plan. 

We emphasize not i ily the postponement of tuition — although, in 
fact, part of the tuition has been covered — but rather, the contingent 
repayment of a part of the educational expenses. You may think that this 
is simply a difference in semantics. Perhaps, it is but it does seem to 
be Important, not only to students but at least to those graduate deans 
>rith wh '<m I have the most contact. We never refer to postponing tuition 
tne Gr.-di'^ce School; we always Lalk of contingent repayment of a portion 
of echicationc. expenses. 

There are some other things vrhich affect the situation. One of tne 
important facts about the Graduate School, in comparison, at least to 
many undergraduate colleges, is what one may lab.l the different ® in 
attrition. Wc, for the most part, accept only candidates for tho Ph.D. 

Of those thi.t begin work for their Ph.D. about 55 percent eventually get 
tnic degree. That may seem low to those of you who work at the under- 
graduate leve’ . but at the graduate level o5 percent is a high completion 
rate. It may often be much lower than that. If it is true that one's 
sense of obligation is partly a function of whether one h«»s something to 
show for having spent time here, then perhaps we must worry more at the 
graduate level. Of those who participate, little more than half will 
eventually have the Ph.D. Of course, many more of those will have the 
Master's Degree. The largest attrition appears at the end of the first 
vear; a quarter do not return for the second year. The figure varies at 
one time or another, but it does affect one's thinking about the plan. 

The Tuition Postponement Office asks us when the student begins 
participating, "What year is he going to get his degree?" That is a 
reasonable question to ask at the undergraduate level, and one can predict 
with at least moderate accuracy. It is a difficult question for anybody 
in Ph.D. programs. The time for the degree varies anywhere from thre to 
eight years; hence, we provide an estimate and hope it is somewhere near 
right. But one of the things that must be recognized is that it is a less 
accurate prediction than is possible at the undergraduate level. In the 
Law School, Divinity School, or other professional schools, the time of 
degree is not so highly variable. 
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Another difference, between graduate and undergraduate work is the 
sense of competition which faculty members feel. I suppose t .at members 
of the Yale faculty want to compete for the best undergraduates. But 
in Home sense, this is left to the Admissions Office to worry about. This 
is not true in the Graduate School. Applications are submitted to my 
office, but they are then distributed to one of thirty-oix different depart- 
ments. Each department has a personal involvement in these applicants. 

There is competition with our sister institutions to get the best students. 
This means that there is a degree of faculty involvement in the admissions 
process that I suspect is unmatched, either at the undergraduate level or 
in the other professional schools The result in that, as we tilk about 
this plan, one of the things that we immediate-/ want to know is what is 
Princeton doing? What is Harvard doing? What is Stanford doing? Michigan? 
Illinois? Wisconsin? Because those ere the gradu ce schools that members 
of departments feel they are in very direct competition with for the best 
students- Whatever we are doing ought to be as r appetitive as possible. 

It was for this reason that, more than a year ago, I originally 
took the position that the Graduate School was the one part of the Uni- 
versity in which contingent repayment was less appropriate. This argument 
was fairly persuasive, I ' nink , locally, until the Ford Foundation rook 
the view that the Graduate School was the one place in which this rlan 
might be most appropriate. At that point, I lost the argument. I am not 
entirely sorry that I did. 

I did feel, however, that \f the Yale Graduate School was going to 
be in it, t^en it wouM be nice if at lea^t eleven others were, alsj. So 
I was glad to participate in conference:} in Hew York City with deans of 
eleven other Graduate Schools. 1 hoped that these eleven others would 
become involved an' 1 we would all have a rather simil r plan so that we 
could reduce this competitive factor in the operation o', this plan, Ouite 
frankly, some of the features of the plan that I will describe, were 
dev sloped with one eye on those eleven othci graduate schools and what 
they were doing and what they would be like 1 / to Jo if they going to 

introduce it. But it was my hope that :or competitive reasons, the pro- 
r lures we adopted here would be attractive at Princeton, at Stanford, at 
K . hestar, so that the studenc would not la choosing amongst these 
inscitutions in terms of Jie details of particular plans, at least as 
he saw them. 

The choice of the name was one thing involved here. There were 
other things. For example, Princeton had two years ago facing the same 
kind of situation we faced here, introduced a new set of financial aid 
packages. We came to call them A, B, and C. Princeton said, "We will have 
in effect three kinds of packages of financial aid, at least from univer- 
sity sources: one will be Package A, which will be an $1,800 fellowship 

stipend, plus tuition." This has been sort of the standard university 
fellowship package in Arts and Sciences across the country. "Package B 
will be $900, plus tuition, plus a $900 loan. And Package C '..ill simply 
be tuition plus the opportunity for an $1,800 loan." This was an attempt 
by Princeton to adjust to the fact that their funds were simply much less 
adequate than they had been a couple of years earlier, for the reasons I 
have described. We tend to refer to this among graduate deans as "The 
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Princeton Plan" (a different Princeton plan from one that was also being 
talked about at that time, but which now, 1 guess, is mostly forgotten 
the one having to do with vacations for elections) . 

As we thought about modifying our financial package, the Princeton 
plan looked attractive, partly because it seemed reasonably et.sy to admin- 
ister, and partly for the reason I have already mentioned; if we were going 
tc introduce contingent repayment, we would like to do so in a way that 
would seem reasonable to other schools and then we would all have similar 
plans. 



The loan in the package at Princeton was a conventional loan from 
university funds. In the first years at Princeton, the percentage of 
acceptances by those offered admission with Package A was just about the 
same or a little lower than the percentage of acceptances by those offered 
admission with Package B or with Package C. In other words, It was not 
true that the variation among the three packages resulted in large dif- 
ferences in the acceptance rate. As we began our planning, we began think- 
ing in terms of these packages and in terms of the use of conventional 
loans. 



Facing the financial problems £ described, I set out to raise some 
coi.v^nt i onal loan money by obtaining g3 * „s from alumni before we were 
really well ir^o considering contingent inpayment. As a result I had the 
possibility of doing in the Graduate School what has not been done ii; either 
the College or the Professional Schools at Yale, namely, to include in our 
program, the use of conventional loans as one of the alternatives. The 
conventional loan being employed is a six percent loan with interest begin- 
ning after the student completes his work at Yale or leaves without com- 
pleting it. 

I had with Mr. Tobin, whom y.’i have already heard, a rather vigorous 
dr.scussion of choice of an interest race o 2 six percent. Professor Tcbtn 
objected that if you were going *"o offer students a choice betueen the 
Contingent Repayment P]an and a conventional loan, clear]’ , six percent 
for the conventional loan is not economically e, 'tvalent. He argued that 
you ought to arrange things ?* that the interest rate .>n the conventional 
loan would be the same as i .» affective interest rate und:r the Contingent 
Repayment Plan. However, I argued that if I were trying to raise funds 
from alumni fee loans, as I am doing with aome success, seven percent inter- 
est rate, or seven and a half, or even an undefined intere: t rate with 
regard to conventional loans might raise objections from the alumni being 
persuaded to provide money for this purpo.e. 

In addition to the competitive situation which I have already talked 
about, where other schools are using conventional loan money at six percent, 
made six percent preferable, even though I knew that this would in some sense 
ruin the economic experiment which we would have had if we offered the choice 
of a conventional loan at the same interest rate as that of the Tuition 
Repayment Plan. We give the student the choice of a conventional loan at 
six percent, or the Contingent Repayment Plan at whatever the interest rate 
turns out to be, for somewhat pragmatic reasons. 
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This description of the Contingent Repayment Plan in the Graduate 
School is for the entering classes. What about the second year student, 
hr third year, the fourth year and the fifth year? I would simply mention 
th< t for students who are now in their second year, the plan is very similar 
to chat at the undergraduate level, in that the $350 tuition increase plus 
ar. additional $300 is obtainable through CRP. 

But, let's focus on the first year, which I think perhaps is of most 
interest because it is the kind of plan that, I suppose, if it spreads to 
the other Graduate Schools, is likely to be attractive. This fall, we 
had something like 5,000 apolicat Ions . We offered admissions to something 
less than a thousand people. Some received national fellowships. The 
number of offers of A, B, or C was such that about 100 accepted the B 
package, and about 100 accepted the C package. 

Those clfered B packages, for eyample, received lecters which said 
that, "You will receive tuition, £. $900 fellowship and if you like, you 
can take out a conventional loan a,. $9C0, or you are authorized to parti- 
cipate in the Contingent Repayment Plan " Only those people may participate 
in th' 1 Contingent Repayment Plan who have bean specifically authorized by 
such a letter. It is not a blanket option. 

You may aks, "WV.y didn't you extend CRP to all graduate students?" 

One problem was the total amount of capital to be required. We did not 
really know what would happen in the first year, hence we limited the 
participation. We may be able to extend participation next year if capital 
is aval 'ole. 

As I have s. Id, something like a little more than 100 people accepted 
B, and something like a little more t! n 100 accepted C. ''Vse that 
accepted it and actually registered at Yale had, until November 15 to 
decide whether or not they would take a conventional loan, or Contingent 
Repayment, or would divide the amount they wanted between the two. This 
is the choice feature which 1° not common to any of the other plans at Yale 
thus far. 

It is a little more complicated than that, because we also have avail- 
able in the Graduate School, more NDEA loan money than wc expected to have. 

As you know, NDEA loan money has advantages in terms of lower interest 
rates, in terms of th. chat under the law as written to date, ip to 

fifty percent of the loan luay be forgiven if one teaches up to fi\w years, 
nr spends a certain amount of time in the service. Having the NDEA loan 
money available, we took the further step of offering students who had been 
authorized to take $900 or $1,800 — $450 in the first term and $450 in the 
second term — the choice between the Contingent Repayment Plan, the NDEA 
loan, and 'he conventional loan. My assumption was that all those who were 
eligible for NDEA would take it. (As you know, there are certain eligibility 
requirements for NDEA. You cannot, for example, have been listed on your 
parents' income tax during the previous year.) We sale, "If you are 
authorized to take $900 in the first term, you can have half of it through 
NDEA, if you want it, or you can have all of it through conventional loan, 
or all of it through the Contingent Repayment Plan." 
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A total of 205 people In the entering class were authorized to take 
B or C. Of these 205 people, 66, or 32.2 percent, took the Contingent 
Repayment Plan In some amount, not necessarily all of it through the Con- 
tingent Repaym t Plan. For the conventional loan, 45 people or 22 percent 
chose the conventional loan in some amount. This was just the reverse of 
what I had predicted. My prediction was t' t the preference would be for 
the conventional loan. Mr. Tobin was unliopt-v because we were giving the 
advantage to the conventional loan with six percent interest. I doubted 
that entering Yale graduate students would be able to figure out the dif- 
ference in interest rates between these two plans, not even those entering 
In economics. But this result is just the reverse ot what I expected. 

dnt what I do not underhand — and I rec.-.ived this data yesterday, 
so i have nut had time to explore it — is th«n the total number taking 
the NDEA was 31, or 15 percent. Some may . o : have been eligible because 
they were not independent of parents by the criterion of not v v'ng listed 
in one's income tax. VTiethpr that is the full explanation, i don't know. 
But I was frankly predicing that NDEA would be the most frequent choice, 
conventional loan would ouuie next, and Contingent Repayment would come 
last. How wrong car /ou be? 

The acceptance rate for CRT here of 32 percent overall is h-tgh. The 
interesting thing is that the acceptance rate for the C package s 3b per- 
cent and for the B package, 30 percent. If you ask, "If they took some 
combination of CRP, NDEA fid conventional loan, how much did they cake", 
the answer is that the number taking CRP is 66, NDEA 31, conventional 
loan 45, and there is some overlap — 111 different individuals took some 
combination of this. One-hundred eleven, then, representing 54 percent 
of those th. were eligible, took some combination. 

It is rather interesting chat in the first yaar at Princeton when 
they offered conventional loans to all students, 55 percent actually took 
up the loans. A kind of needs test is involved, I suppose. If you assure 
graduate students the opportunity to borrow, it is not true that 100 per- 
cent of them will borrow. As compared with 55 percent at Princeton last 
year, the comparable figure at Yale happens to be 54 percent at this point. 

This percentage does not necessarily mean that the students did not 
borrow somewhere. Instead of borrowing from Yale or NDEA, maybe some of 
the students are borrowing from Aunt Lucy or even from Dad. One of the 
things we hear a great deal about is graduate students wishing to be 
independent. One of the most controversial issues at the graduate level 
is called the emancipation issue. It is being hotly debated nationally, 
as we move to more empha is on need in awards of graduate school financial 
aid. A little unkindly I sometimes say that graduate students do not 
want to be emancipated or independent, they just want to transfer depend- 
ence from Dad to Yale or to the Federal Government. One of the things 
that the new plan provides is the opportunity to be independent of Dad by 
borrowing through CRP. 

Given 111 individuals, roughly half of whom are authorized to borrow 
$900 ($450 in the first term), and half of whom were authorized to borrow 
$1,800 ($900 in the first term), how much did they take? Those authorized 



to borrow $450 In the first term actually took $447. Those who borrow 
some combination actually take the full amount. Those authorized to 
borrow $900 in the first term actually borrowed $888. That again, frankly, 
surprises me. I did not expect that all of them would take the full 
amount for which they were eligible, particularly in the first term. 

Briefly summarized, of those eligible to participate in some combina- 
tion of loans, more than half did borrow or participate in Contingent Re- 
payment. The most frequent choice was Contingent Repayment, and of those 
participating in one or more of these, essentially all obtained the full 
amount available. 

I will be glad to answer questions or have comments. 

(Chairman Buesking) I might add one observation to Don's comments 
about their taking near the maximum. The same thing was true in Yale 
College. I believe 80 percent of those who deferred or postponed tuition, 
took the maximum amount that was available, which was quite a surprising 
thing. 



(Voice) You told us that you had IOC plus in each of categories B 
and C. How many did you have in category A, and what percentage of the 
total admitted do A, B and C represent? 

(Mr. Taylor) Yes. We had 100 plus in each of B and C for a total 
of 205. I think it was actually 100 and 105, essentially the same. The 
number in A was again about a little more than 100. In other words, we 
offered roughly a third, a third and a third of A, B and C. This happens 
again to be similar to what Princeton did with their conventional loan plan 
in the first year. 

About 52 or 53 percent of those offered admission to the Graduate 
School actually accept. It was 53.5 this year. Of those offered Package 
A, 55 percent accepted; Package B, 60 percent accepted; and Package C, 

60 percent accepted. Again, this is not greatly dissimilar to Princeton's 
experience, using conventional loans. 

Are there other questions? Yes? 

(Voice) Just another observation. I am from Amherst, and my 
colleagues here from Wesleyan were just saying, as you were giving us 
these figures, that this is almost precisely our experience at the under- 
graduate level percentages. And the fact that when they borrow, they also 
borrow the full amount. I guess I am surprised that that would not have 
been Yale undergraduate experience. 

(Mr. Taylor) I am not familial* with the Yale undergraduate experience. 
I am told that at the undergraduate level, that when they borrow, they 
borrow close to the full amount. Is that right? 

(Chairman Buesking) Yes. 

(Voice) But the 54 percent is very close to what we are finding for 
students offered loans who actually take them. 





(Mr. Taylor) Are the percentages up to date for the undergraduates? 

(Chairman Buesking) Yes. About 52 percent of the College is on aid 
of some kind, either government scholarship or conventional loans, which 
is based on last year's figures. The financial aid package did not increase 
with the increase in tuition. The entering freshman class was offered TPO 
to cover the increase in tuition. Thirty-two percent of the freshmen took 
TPO. 



(Voice) Yes, I was thinking non-TPO. 

(Mr. Taylor) Oh, our conventional loan experience at the undergraduate 

level? 



(Voice) Your experience before you went into TPO. 

(Chairman Buesking) I will have to ask Ralph Burr or Larry Noble. 

(Mr. Burr) I would guess that students taking loans on the undergrad- 
uate level was higher than 55 percent on the ccnventional loan. Would you 
agree with that, Larry? 

(Mr. Noble) Yes. 

(Mr. Taylor) Are there any other comments or questions? 

(Chairman Buesking) Don, could you make any observations about the 
consortium problem, the eleven graduate schools getting together? We 
discussed it a little yesterday. There is a group here who is working 
on, I believe, five medical schools in the Philadelphia area, and I believe 
we have got somebody from Wharton here who worked on the medical school 
consortium. What do you see as the outcome of that or any potential that 
would be useful. 

(Mr. Taylor) I reply with uncertainty. We have a group called the 
Nine Dwarfs. It started out as seven, and then Stanford and Berkeley were 
added. In addition to Stanford and Berkeley, it includes Harvard, Yale, 
Princeton, Columbia, Cornell, Brown, Chicago. 

The deans of these nine schools are the Nine Dwarfs, a group which 
has been in existence for a number of years. As the problems get tougher, 
we seem to meet more frequently and become more cooperative. But none 
of the other eight are yet about to adopt Contingent Repayment, insofar as 
1 know. 

It is hard to say how much interest there is in the Contingent Repay- 
ment Plan. I know that one graduate dean is very actively exploring it 
and I have supplied copies of all the memos that we have had to send out 
here and the contract and the rest of it. And there are others that have 
expressed considerable interest, but I don't think there Is anything 
approaching the consortium kind of interest in graduate schools of arts 
and sciences yet. 
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(Voice) What seems to be the major reluctance of the other eight 
dwarfs to get into the CRP plan wholeheartedly, as you think? 

(Mr. Taylor) There is no single reason. The situation at Berkeley, 
for example, with respect to admissions and financial aid, is just markedly 
different from Princeton, and Princeton, in turn, is different from Cornell. 
Princeton makes much more use of university funds for fellowship aid than 
does Berkeley. Berkeley has many more teaching assistants, assistants in 
research, national fellowships; CRP may therefore be less widely applic- 
able. There is also the fear, particularly in state institutions, that 
the local State Legislature will view the Contingent Repayment Plan as 
an alternative to funds that have been provided for other kinds of 
assistance. The fear of what State Legislatures might do is one of the 
reasons for reluctances. 

This problem is not peculiar to the Contingent Repayment Plan. As 
you know, there is quite a debate going on in Washington at the moment con- 
cerning general Institutional support: the Pell Bill versus the Green 

Bill. Where the Pell Bill essentially makes undergraduate and graduate 
institutional support contingent upon other kinds of Federal aid going to 
the institution, the Green Bill ties one-third of the institutional support 
to such Federal support, but then makes the other two-thirds simply depend- 
ent upon the number of students you have. 1 happen to think that is a bad 
idea, because that would just encourage more and more graduate work without 
respect to quality. But the reason for mentioning it in this context is 
that many institutions, I think, feel quite appropriately that that per 
capita form of support will be viewed by the State Legislature as a sub- 
stitute. And there has been some effort to write into the bill provisions 
that would insure that the state support will continue at the same level 
as before the per capita support was provided. 1 frankly think that is 
impossible. If you were dealing in terms of a constant dollar, it might 
be possible to write legislation that would say that the State Legisla- 
tive support will continue to be the same that it was per student before 
you got the $300 extra. Given inflation, I think that is doomed to defeat. 

(Voice) What kind of attitude problems did you encounter at the 
graduate and undergraduate level when students were informed that any 
additional increase in tuition would net be offset by an increase in 
stipend? 

(Mr. Taylor) That question has to be seen in a larger context. I 
became dean only two years ago. It was apparent that we were facing about 
a half million dollar deficit. Having entered the office in August, I had 
to send almost immediately a memorandum to all the faculty describing the 
problem and to begin discussing it with students. That was two years ago. 

T. am afraid there has been a fairly steady stream of memoranda from my 
office over the past two years, some twenty in number, to chairmen of the 
departments, to members of the faculty. The crisis in financial aid to 
graduate students is a familiar problem to most students. There is, in 
fact, a Task Force in the Graduate Student Center which is in the process 
of taking a hard look at what we have beon doinj> One of the things that 
we were forced to do was to change our financial aid policy: whereas three 

years ago, any student entering the Graduate School was assured of at least 
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equivalent financial aid over the four years, with regard to the class that 
entered a year ago, that commitment is no longer made. There was a two- 
page memo on financial policy sent out to all the students involved before 
they even arrive at Yale. It was in the context of that policy that we 
made the specific decision that you refer to. Some are unhappy about it. 

But they have been warned that we were facing problems. 

(Voice) Sir, concerning your comment a few minutes ago about State 
Legislatures, in your own personal opinion, do you think that the Contingent 
Repayment Plan is a tool, in light of the increase in cost, particularly in 
professional schools and graduate schools; is it a tool whereby a larger 
share of the cost of education can be passed on to the student? 

(Mr. Taylor) That is a complex question. I will have to give you a 
partial answer, or at least say something. There is a very real danger that 
Contingent Repayment at the graduate level will be viewed as the solution 
to what is a very difficult problem, namely, this rapid cutback in support 
to the graduate student. I had a phone call from Washington on September 7. 

I can still date it, you see, because it was that much of a shock. There 
were hearings going on in Washington as to whether or not the training 
grants should be continued. The training grants are those grants made by 
the National Institute of Health and Mental Health, particularly in the 
biological and social sciences. We presently support 180 graduate students 
at Yale on training grants; if we would lose them, it would be a sizeable 
problem. What shocked me was not the fact that training grants were under 
attack, but that — I guess I had better leave him nameless — a senior 
respected individual in Washington, in summarizing the whole picture, ended 
up by saying, "At Yale and at Princeton, they have developed these new loan 
plans and really, this may solve the problem." Well, needless to say, that 
was a long telephone conversation. The man I was talking to came to New 
Haven two days later and spent two hours — . 

I am trying to emphasize the fact that Contingent Repayment is an 
important resource for the Graduate School in alleviating a very difficult 
problem. I do not regard it as the solution to financial support of 
graduate students. We have to have many kinds of support. 

I do not know precisely what it costs the graduate student a year at 
the moment, but the full cost of expenses must be in excess of $5,000. It 
requires a median time to complete the degree, five years, and that is 
lower than some Graduate Schools. If he pays the entire cost through 
Contingent Repayment, he would have borrowed $25,000 at four-tenths of one 
percent. He would be paying 10 percent of his income for at least the 
next twenty-five years. That simply seems to me to be too high. In other 
words, I personally think it is reasonable for the graduate student to 
carry part of the cost of his own education, but the question is how we 
make it available within institutions to provide part of the cost, and at 
the same time not making the difficult problems worse. 

(Voice) I was specifically referring to public schools in which case 
the tuition levels were already much lower. In other words, shifting pro- 
grams by increasing tuition in some of the public schools, it would still not 
bring them anywhere near your tuition level. 
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(Mr. Taylor) I believe the out-of-state student at Berkeley this 
year is paying $1,900. If you are talking out-of-state fees at the 
graduate level, they are already fairly high. 1 would give about the same 
answer there that I would give for the private school, namely, I think it 
can be useful as a supplement, but i^ making it ain effective supplement, 
you need to be legitimately concerneu about a variety of other sources, 
federal sources or foundation. 

(Voice) Is this 30 percent cut in registration or enrollment that 
you mentioned, was that an across-the-board cut in arts and sciences? And 
what was the faculty reaction to such a decision? 

(Mr, Taylor) Vigorous. As I say, I sent that first memorandum, I 
think it was September 10th. Then there were three months of discussion 
as to what different steps — I think we mentioned twelve different steps 
— to be taken. I will not try to describe them here. You can have the 
memorandum if you are interested. On January 20, I reported to the faculty 
at an open meeting that the Executive Committee had voted to instruct the 
dean to reduce the size of the entering class by some 20 to 30 percent. 

It actually turned out to be closer to 30 percent, because subsequently, 
there were additional losses in outside support. 

The method of selecting admissions to Graduate Schools does differ 
largely. It happens that at Yale, the target for an entering class and 
the number of offers to be made, is set by the dean in consultation with 
each Director of Graduate Studies, and the Chairman, if he wants to come 
along. Over the following four months, I met with every Chairman and Direc- 
tor of Graduate Studies to discuss this reduction. Some departments were 
not too unhappy about it; some were very unhappy. I spent two hours with 
the entire faculty of one department discussing the reductions that were 
necessary. In that year, the reaction was vigorous, for it was not yet 
perceived that the financial problems were more general than those of the 
Graduate School, and the feeling was that the Dean of the Graduate School 
should ask the administration for more money. In retrospect, it is a little 
more apparent why that was not feasible even then. 

(Voice) You have been cutting back on admissions, but what has been 
the trend on applications? 

(Mr. Taylor) There has been some reduction in applications for admis- 
sions to some institutions 1 happen to know about. That may happen here. 

Two years a^o, we had about 5,000 applications; last year it was about 
5,050. We have experienced no reduction locally in the number of applica- 
tions, in spite of the changes that we have had to make and what we can say 
about financial aid available. There are major graduate schools that are 
experiencing 10, 15 percent reductions in applications. 

(Voice) On that same area of the earlier question, you said the student 
would be paying 10 percent of his income if he were allowed to use CRP to 
pick up the total cost of his Graduate School education. But isn't that a 
lesser cost to the student than not being accepted in the first place, if 
there had not been some sort of funding to give him that option? 




(Mr. Taylor) I always find myself In the middle when I am asked how 
I arrive at the 10 percent as the upper limit. I simply find 10 percent 
on top of our present state and federal income tax too high. I do realize, 
as Mr. Buesking perhaps has pointed out, that 10 percent is not net cost, 
because of the rulings of the Internal Revenue Service about tax deducti- 
bility. So the net cost is less than 10 percent. The reasonable upper 
limit, as you say, is a philosophical discussion. 

(Chairman Buesking) Don, thank you very much. You have been most 
articulate for us this morning. 

(Applause) 
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THE DUKE PLAN 



John Spencer Ferebee, Jr. 

Graduate Student and Research Assistant 
Duke University 

T. C. Beatty 

Assistant Director of Financial Aid 
Duke University 



(Chairman Buesking) I would like to introduce Mr. T. C. 
Beatty, who is Assistant Director of Financial Aid at Duke, and 
Mr. John Spencer Ferebee, a Graduate Student and Research Assist 
at Duke. They have taken over the direct efforts of the Duke PI 



ant 
an . 



(Mr. Ferebee) We would like to thank Mr. Buesking for having 
us here to talk about the Duke Plan. 

In the spring of 1971 the final decision was made to implement 
a deferred tuition program at Duke University. Four plans were 
developed, one for Duke undergraduates, and one for students in each 
of the three professional schools. The undergraduate plan and 
the plans for the Law and Medical Schools were developed by the 
Provost's office. The Graduate School of Business Administration's 
plan was developed by the Business School. The initial funding of 
$151,000 for the plan consisted of both funds from new grants and 
funds intended for conventional means of financial aid. The admin- 
istration decided to experiment and employ the deferred tuition plan. 

The decision to offer this form of aid was made quickly and 
time prevented a large marketing effort towards the student body. 
Articles appeared in the school newspaper and local papers briefly 
describing the system and announcing its availability in the fall 
1971 semester. The plan was explained within the professional 
schools of Law, Medicine and Business; and undergraduates applying 
for financial aid through regular channels were apprised of the 
plan by the financial aid office. Pamphlets describing each plan 
were written by the four different schools. This was the total 
marketing effort directed toward the program. 



Duke undertook the deferred tuition program in an experi- 
mental vein to enable various funding sources, both public and 
private, to decide whether or not they felt this type of program 
would be a viable alternative or addition to conventional forms 
of financial aid. Duka felt that for this type of financial aid 
program to be accepted by the various funding agencies, it was 
necessary for several universities to have the program operative 
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Forty-three undergraduates and thirty-two students in the 
graduate professional schools took advantage of the program, 
utilizing approximately $75,000 of the available funds. The 
remaining money can be utilized during the second semester. The 
funding level for the program will remain at about the same level 
for the next few years. Hence, we will attempt to maintain the 
number of students who utilize the plan at its present level. 

Since the funds are limited, the Financial Aid Office offers 
the plan somewhat selectively. Undergraduates must complete a 
Parents’ Confidential Financial Statement and other appropriate 
financial aid forms. The plan does enable the Financial Aid 
Office to interpret need more liberally than if the student were 
applying for conventional forms of financial aid. 

The actual mechanics of the four Duke plans differ consid- 
erably. For the undergraduates, the repayment is .36 percent of 
adjusted gross taxable income per $1,000 deferred for thirty years. 
Repayment starts the first full calendar year following the year 
in which the participant ceases to be a full time degree candidate 
at Duke University. No payments are required for any year in 
which the participant has not reached age twenty-one. When the 
repayment period has begun, Duke will mail the participant a form 
for declaration of the previous year's income and for calculating 
the repayment amount for that year. One-half of that amount is 
due on or before April 30 and the other half on or before October 
31. There is a minimum payment of $36 per $1,000 borrowed. 

An undergraduate participant may at any time discharge his 
entire obligation to Duke by repaying the principal amount borrowed 
plus 8 percent interest, compounded annually, less whatever he 
has already repaid. Supplemental payments may be made at any time 
and will be credited against ordinary payments next due or toward 
optional total prepayment. If they are applied toward optional 
total prepayment, interest will be credited at 8 percent annually. 

The deferred tuition program for the Law School offers a 
choice of four repayment periods: five, ten, fifteen or twenty 

years. As the number of years of repayment increases, the per- 
centage of gross taxable income to be repaid decreases. The 
repayment rates are .4 percent, .55 percent, .72 percent and 1.5 
percent of gross adjusted income per $1,000 borrowed in the case 
of twenty, fifteen, ten and five year repayment periods, respec- 
tively. There is a minimum repayment amount in each case. The 
loan can be discharged by repaying the principal and accumulated 
interest at 8 percent less whatever the participant has already 
repaid. The repayment procedure for the r.aw School is the same as 
that for the undergraduates with semi-annual payments due by 
April 30 and October 31. Currently, there are twenty students in 
the Law School utilizing the deferred tuition plan. 

While the Medical School plan is very similar to the Law 
School plan, the Graduate School of Business Administration's 
plan is substantially different. There are twenty-nine different 
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repayment plans the student may select, ranqinq from two years to 
thirty years. The student may. discharge his obligation at any 
time by repaying a fixed amount per $1,000 borrowed. This fixed 
amount varies depending upon the number of years that payments have 
been made. The main advantage of the fixed amount prepayment 
schedule Is computational ease. The participant knows exactly what 
he must pay to discharge his obligation. Payments for each year 
are due In full on March 1. 

Each year Duke will provide each participant with a form for 
the declaration of his previous year's income and calculation of 
the amount due. At the same time, Duke will furnish each partici- 
pant with a statement of amounts deferred and repaid, together with 
sums treated as interest for federal income tax purposes. 

There are five main areas of difference between the Duke and 
Yale plans. The first is who may participate. At Yale, a parti- 
cipant may be any full time student. At Duke, in the under- 
graduate colleges, only juniors and seniors may participate in the 
program. For the moment, Duke wants to b- fairly certain the 
student will be graduated and not be burdened with an obligation 
on an education he did not complete. Any full time law or medical 
student may participate and any business student in the second, 
third or fourth semester may participate. 

The second main difference is the amount one may defer. 

Presently at Yale, the limit is $800 per year. Duke undergraduates 
and law students may borrow between $500 and $1,000 per year. Duke 
medical students may borrow up to $2,000 per year. Students in 
the Graduate School of Business Administration may defer uo to the 
amount of the tuition for each semester. For example, students in 
the business school may currently defer $950 the first semester 
and $950 again the second semester for a $1,900 total. 

The third main difference is the repayment period. Yale's 
is thirty-five years, while all the Duke plans are of shorter 
duration . 

The fourth area of difference concerns the buy-out option. At 
Yale, individual prepayment of the obligation occurs when the student 
has paid an amount equal to 150 percent of the amount he has 
deferred plus interest on that 150 percent amount, compounded 
annually. At Duke, in the undergraduate colleges and in the Law 
and Medical Schools, the individual may discharge his obligation 
by repaying the principal and accumulated interest at 8 percent, 
less whatever the participant has already paid. Duke feels this 
will encourage early repayment of the loan, hence shortening the 
cash flow time cycle for each tuition deferral. 

The final area of difference in the plans deals with the anti- 
cipated internal rate of return - or average interest return from 
all borrowers. This figure is 5 percent at Duke University, 3 
percent below the early exit interest rate. Yale, however, has no 
fixed anticipated internal rate of return, but instead extablishes 
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a contract interest rate for each six month period. The contract 
interest rate for each period will be determined in a manner 
designed to provide to Yale the approximate equivalent of reim- 
bursement for the costs it incurs in the operation of the plan. 

Presently a study is under way at Duke to gather information 
on student response to the program. The study is concerned with 
determining the characteristics of students selecting the deferred 
tuition plans. The study works toward developing a model to 
differentiate characteristics of students who prefer deferred 
tuition from those who prefer conventional forms of financial aid 
and to develop a model to estimate demand for deferred tuition. 

Does anybody have any questions on the plan? 



(Voice) You have no group concept? 

(Mr. Ferebee) That is correct, none whatsoever. 

(Voice) Along that same line, then, you have a buy-out option, 
but is there a maximum obligation that any one person has under 
this, or does he just keep making payments? 

(Mr. Ferebee) He stays in the number of years for which he 
contracted, thirty years, if that is the plan. 

(Voice) So if for some reason hn fails to buy-out, he still 
pays considerable multiples of what he had originally deferred? 

(Mr. Ferebee) Yes. 

(Chairman Buesking) Would he automatically exit if he reached 
the 8 percent compound? 

(Mr. Ferebee) Yes. 

(Voice) Would they tell him when he has reached that? 

(Mr. Ferebee) Yes. 

(Chairman Buesking) But he is going to calculate that exit 
himself, very likely. 

(Mr. Ferebee) In all plans but the business plan. 

(Chairman Buesking) Right. 

(Mr. Beatty) We are trying to turn the money over. I think 
that is the essential thing. 

(Mr. Ferebee) That is the key point. We are trying to get 
them to buy-out. 




(Voice) I infer from your discussion of the undergraduate 
selection process, that you were doing this as a separate procedure 
from their normal financial aid; or are you doing this as part of 
your fiiancial aid? 

(Mr. Ferebee) No, actually, it is a separate procedure. Last 
year we happened to get a raise in federal money, so most of our 
loans were from national defense. And these, essentially, were 
for people who did not qualify for regular financial aid, nnd we 
funded at about 90 percent rather than 100 percent. 

(Voice) Is there coverage of death risk, or do you transfer 
the liability to the estate? 

(Mr. Ferebee) If a person dies, his obligation is ended. It 
is not transferred to his estate. Duke has the option of buying 
insurance for them. We also have the same spouse rule that Yale 
has . 



(Voice) It is not clear to me. Is this plan to be self- 
sufficient, or is this a contribution from the university, and if 
so, what is the magnitude of this contribution over the period of 
thirty years? 

(Mr. Ferebee) The plan, hopefully, over the thirty years will 
turn out to be self-sufficient. Initially, the funding cemes from 
the university. As far as their financial aid office fund, it is 
only university funds. We are not going to outside sources at the 
present time. The $150,000 is money that could have been used for 
granting aid or other sorts of conventional financial aid. 

Now, if this area opens up so that the federal government 
wants to start subsidizing it or other private foundations, that 
is essentially what Duke is looking for. 

(Voice) You wi)l use your $150,000 this yjar, if 1 understand 

you? 



(Mr. Ferebee) That is correct. 

(Voice) What aze you going to use for funds next year? 

(Mr. Ferebee) Another $150,000. 

(Chairman Bueaking) They are going to commit new capital 
every year. 

(Voice) Will it always be the same amount? You are not 
going to have the kind of decreasing obligation such as Yale’’ 

(Mr. Beatty) We are not going in it in the same manner a- 
Yale at all. 

(Mr. Ferebee) Over five years, our estimated budget is 
$1,000,000, whereas theirs is $25,000,000. 
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(Voice) That is a fixed amount f $150, OOu each year* or plus 
the payments? in other words, if $50,000 is paid back, you would 
have $200,000 next year? 

(Mr. Ferebee) I would think so. 

(Voice) Where do your fixed costs come in to this $150,000? 
What do you estimate as the fixed cost? 

(Mr. Ferebee) I do not really think I could answer that. 

(Mr. Beatty) No, I have no idea. It is nowhere near what 
Yale's is. We handle it through existing agencies. 

(Mr. Forebee) Each school developed or worked on its own 
plan. I really don't think they costed it out that well. They 
do not have a separate office that handles this. We don't have 
a TPO office within the business school. The student who uti- 
lizes the plan works through the business school; the undergraduate 
works through the Financial Aid Office; the Law School student 
works through the Law School; the Medical School student works 
through the Medical School. 

(Voice) In other words, it is in the existing operating 
program? 

(Mr. Ferebee) That's right. 

(Voice) I think you mentioned forty-three undergraduates, 
something like that. How many were eligible, really, and how 
many applied? It seems like a low figure. 

(Mr. Beatty) Most of those that applied we gave it to. 

I would say 80 or 90 percent. And only if they needed it - - 
they obviously did not if they wanted it for a party weekend 
or something -- but if they showed they needed it at all, we 
gave it to them. So we did not do the propagandizing, I guess 
you would say, that Yale did. 

(Mr. Ferebee) This was very limited and this is one of the 
reasons that it actually worked out, that we got over half the 
funds expended the first, semester, which is what we were looking 
for. I believe the University has some extra funds that they 
may be able to put into the program if the demand is greater. 

(Voice) From what you said, you establish income intervals 
for eligibility. Or how do you go about establishing eligibility? 

(Mr. Beatty) Actually, they did have co fill out a confi- 
dential statement, and they did have to show income. 






(Mr. Ferebee) What I said was that need can be interprets^ 
more liberally in this case. 

(Voice) Could you give me a median income figure? 

(Mr. Beatty) Most of these are higher income people. The 
family income is, you know, $15,000 to $30,000. We have the 
assets to handle the lower income student. 

(Mr. Ferebee) And in the professional schools, there are 
no questions asked. It is only in the undergraduate school they 
have to fill out these parent confidential statements. 

(Voice) How do you design the various plans that are going 
to be put into effect? Does each school do its own? 



(Mr. Beatuy) 
then, taken to the 



Mo, the basic plan was designed anc it was 
various professional schools. 



(Voice ) 



Each developed its own 



forms? 



(Mr. Beatty) Mo. There is one 
that handles contract agreements and 



form from tho Loan Office 
so forth. 
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ALTERNATIVE APPROACHES TO TPO 



D. Bruce Johnstone 

Director of Income Contingent Group 
Ford Foundation 

Robert J . Brandewie 
Special Assistant, TPO 
Yale University 

Dr. Brent Spears 
PRIME 

Philadelphia, Pennsylvania 
David K. Storrs 

Associate Director for Research, TPO 
Yale University 



(Chairman Buesking) Thank you very much. 

I would like to have Dave Storrs introduce his panel and we 
will start our discussion about student attitudes and the infor- 
mation we have discussed thus far on the subject. Dave? 

(Mr. Storrs) We are going to go into what student trends 
have shown so far, through questionnaries and interviews, on 
what they would do in a situation with income contingent loans, 
what they actually have done at Yale and then son. * comments about 
the PRIME program in Philadelphia. 

We are going to hear from Bruce Johnstone, who is Director 
of the Ford Foundation's Income Contingent Group, their PAYE 
Taskforce, on my left. On my right, Brent Spears, who you heard 
yesterday, is a member of PRIME in Philadelphia and Bob Brandewie, 
who is a graduate student in Administrative Science and working 
on student attitudes at Yale. 



Now, I will just start off with some very quick indications 
of what we have actually found so far. 

(Exhibit 1) 



As of now, you can see a very sharp trend by class. Start- 
ing with freshmen, about a third of the class participated, with 
a much higher participation by nen than women; 50 percent higher 

participation by men than women in each class. Starting from 
about a third of the freshman class we go to about a sixth of the 
senior class, 23 percent of Yale College, overall. 
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Exhibit 1 



Participation Analysis (as of 11/8/71) 



YALE COLLEGE: 


Men 


% of 
Men 


Women 


% of 
Women 


Total 


% of 
Class 


Freshmen 


351 


35% 


65 


24% 


416 


32% 


Sophomores 


224 


23% 


26 


12% 


250 


21% 


Juniors 


189 


22% 


26 


13% 


215 


20 % 


Seniors 


162 


17% 


14 


10% 


176 


16% 


TOTAL 


926 


24% 


131 


16% 


1057 


23% 


Total Dollars 


$743 , 


700 (82% in 


$800 maximum contracts) 



PROFESSIONAL SCHOOLS: 



Law 8 5 
Medicine 33 
Art 32 
Divinity 29 
Architecture 23 
Music 20 
Other 22 



TOTAL 244 

Total Dollars $138,425 (80% in $650 maximum contract) 

Men 199 

Women 45 



GRADUATE SCHOOL : 
TOTAL 

Total Dollars 

Men 56 

Women 25 



81 

$96,250 



TOTAL FOR YALE UNIVERSITY : 

Men Women Total Total Dollars 



1181 



201 



1382 



$978,375 



Looking at the Pro 
groups are the Law Schoo 
imagine to be the higher 
essentially a very large 
fessional Schools. 



fessional Schools, by far the 
1 and the Medical School, whi 
earning groups. From there 
scattering through the rest 
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(Voice) Excuse me, are you going to be publishing these as 
part of the minutes? 



(Mr. Storrs) I am sorry. Every word of this seminar is 
going to be published. You will all get a copy of the complete 
transcript. It might not be as necessary to take notes as some 
people seem to be doing. You will get every photograph and every 
exhibit with your transcript. I apologize for not mentioning that 
before . 

We have got somewhere in the area of 250 in the Professional 
Schools. In the Graduate School, we have got just about 80, a 
much smaller group. But as Dean Taylor indicated to you, it was 
not quite as available to them. So in the total University at the 
moment, we have just about 1,400 students, about $1,000,000 deferred 
as of today. 

(Exhibit 2) 

Now, as I showed yesterday, just over time, just by fact of 
graduation and new freshmen coming each year with their higher 
participation we very quickly arrive at about one-third of the 
undergraduates. The dollar amounts rise very rapidly. You can 
make some assumptions about how the graduate and professional 
participation amounts rise, also, but these here are very conser- 
vative assumptions. 

(Exhibit 3) 

With more realistic assumptions, one-half of the under- 
graduates will be participating. This would square pretty well 
with the fact that about 45 percent of our students are on aid and 

another 10 percent requested aid but were denied it — a total of 

55 percent. There might be a few more in there who were taking it 

either because they did not apply, but really would like to get 

aid, or else they would like to take a little bit of the cost off 
their parents' back. In summary, we are up somewhere over 50 
percent participation, probably in the vary quick future. 

Now, I would like to turn the meeting over to Bruce to get 
his ideas as to possible participation levels and improvements, 
especially on a national basis. 
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! Exhibit 2 

Participation Projections 



PERCENTAGE 
PARTICIPATION 
BY CLASS 



1971-72 1972-73 1973-74 



1974-75 



Freshmen 

Sophomore 

Junior 

Senior 




32% 

32% 

32% 

21 % 




2 % 

2 % 

2 % 

2 % 



UNDERGRADUATE 

PARTICIPATION 

Percent 23% 27% 29% 32% 

Total 1,057 1,243 1,373 1,495 



GRADUATE AND 
PROFESSIONAL 

PARTICIPATION 325 440 491 534 



TOTAL 

PARTICIPATION 1,382 1,683 1,864 2,029 
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Exhibit 3 



Participation Projections 



PERCENTAGE 
PARTICIPATION 
BY CLASS 



1971-72 1972-73 1973-74 1974-75 

Freshmen 38 
Sophomore 26 
Junior 22 
Senior 18 



UNDERGRADUATE 

PARTICIPATION 

Percent 26 

Total 1,23 



GRADUATE AND 
PROFESSIONAL 

PARTICIPATION 361 419 465 510 



TOTAL 

PARTICIPATION 1,599 2,052 2,459 2,893 




* 35% 43% 51% 

8 1,633 1,994 2,383 
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(Mr. Johnstone) Thank you, Dave? I appreciate the chance to 
be here. I want to share with you some of the results of our 
recent survey of student attitudes toward income contingent loans. 
Then I would like to describe some alternative plans which we have 
been pondering in the PAYE group: plans which I might best describe 

as "hybrid*' income cont ingent-f ixed schedule loan plans. 

In planning a national survey of student attitudes toward the 
income contingent concept, we sought answers to basically three 
sets of questions: First, what are the borrowing experiences of 

students? How many students are borrowing? How much do they 
borrow in a given year? And how much debt would they be likely to 
accumulate over the period of their education? 

The second set of questions concerned student preferences 
among the literally infinite number of variations on income 
contingent theme. As I think you all know, a Yale Plan could just 
as easily have been put together featuring a twenty-five or even 
twenty-year maximum repayment period? or repayment rates of .5, 

.8, 1 or even 1.5 percent of income per $1,000 borrowed. The Plan 
could have been designed to subsidize, frc 
40%, 30%, or only 10% of the expected low 
other words, a fully income contingent lea 
in repayment rates, maximum terms, and the 
income redistribution among borrowers. We 
what types of income contingent loan plans 
what kinds of students. 
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Third, we sought some indication of the probable number of 
students who would take an income contingent loan of some form, of 
those who would prefer an alternative, conventional loan plan? and 
which students are simply not likely to borrow at all. 

Throughout all of our questions, of course, we were concerned 
with the degree to which the preferences of different loan forms 
would be predictable according to current family income, race, 
sex, expected future income, or type of institution. 

Our sample, I might add, included over 900 students -- 
roughly 60% graduate -- at ten institutions across the country, 
including public and private, large and small schools, and two 
predominantly black institutions. These schools were Berkeley, 
Purdue, University of Washington, Wisconsin, Brandeis, St. Louis 
University, Emory, MIT, Howard, and Clark. While this did not 
purport to be a random sample of institutions or students, we 
felt it was quite representative of the types of schools that 
could be most interested in some type of income contingent loan 
plan . 

I will be very brief on our findings, in part because there 
is nothing more excruciatingly boring than being read a list of 
numbers, and in part because we will soon be publishing a full 
report of this survey research. 



O 

ERIC 



iU' 4 



The students sampled were heavy borrowers: Over half had 

borrowed, including about 43% of the white undergraduate students, 
and about 60% of the black students and white graduate students. 

It is poss ibly significant to underscore this point. In spite of 
the fact that many critics of new loan plans have complained that 
they will have to be taken preponderantly by low income and 
minority students, this is already true of any form of credit. If 
one views income contingency as a potentially more manageable 
form of debt, it would seem that it can do little but benefit 
those students who are currently the heaviest borrowers. 

We gave the students a choice of three different income 
contingent loan plans. One I will call the "high subsidy" plan: 

It was a twenty-year plan under which a significant portion of 
borrowers could be expected to repay their loans at less than 
cost. It had, of course, a fairly stiff exit or "buy-out" pro- 
vision in order to get enough surpluses from the high earners to 
cover losses from the low earners. Another I would call the "low 
subsidy" option. That was a thirty-year maximum term plan with 
reasonably high repayment rates. Most of the participants in 
that plan could be expected to repay in full well before the 
maximum term. It provided minimal low income protection, but was 
certainly the cheapest plan for any expecting reasonably high 
earnings. Third, we provided a moderately high subsidy plan 
featuring low annua'' payments and long expected repayment periods. 

For the total student population, the low subsidy plan was 
by far the most popular, chosen by about 56%, with the high subsidy 
plan next at 38%, and with only 6% choosing the moderately high 
subsidy plan with the low annual payments and long repayment 
periods. Of those students who expressed some actual interest in 
one or another plan, the relative preference for the low subsidy 
plan was less pronounced, although it was still favored by almost 
half the respondents. Fortunately, surveys sometimes reveal what 
one expects. This one did, as expected, show that high income 
expectors tended to prefer the low subsidy plan -- the one with 
the lowest possible cost to high earners -- and students expecting 
low earnings preferred the high subsidy plan. 



Then we added ten and twenty-year conventional loans to the 
choices. Mow, 37% of those continuing students who expected to 
borrow in the future, preferred their favorite income contingent 
loan over either of the conventional options. When allowed to 
choose between an income contingent loan, the ten and twenty-year 
conventional loans, and "neither," about a quarter of all continuing 
students expecting to borrow preferred the income contingent loan. 
It was interesting, I think, that the preference between an 
income contingent and conventional loan was not related to future 
income expectations. In part, of course, this is because we 
provided a range of income contingent loan options suited to the 
tastes of various income expectors. However, it might also 
suggest that the much feared "adverse selection" might be less of 
a threat with favorable income contingent loan choices provided. 
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only 37% of the black females and just over one-quarter of the 
black males and white females prefer the income contingent option. 
What we seem to have, and I may attempt to return to this point 
later on, is a case of a loan plan designed to reduce or minimize 
risk being perceived, actually, as a far more uncertain and there- 
fore far riskier borrowing proposition. I think it is clear that 
blacks still have far more uncertain -- and quite probably somewhat 
lower - income prospects than whites. At the same time, the loan 
form which was designed to hedge against the risk of low incomes 
was actually seen as the riskier of the options and thus avoided 
by the blacks. I don't think it is an insurmountable problem, 
but it certainly must be recognized. 



We also tried to figure out why students re 
did: what features of the various options eithe 
or turned them off. In this connection, we were 
although by no means surprised, to discover that 
very heavily to the total dollar repayment figur 
of course, is an utterly irrelevant and even mis 
when viewed apart from the repayment period. In 
thirty-year loan can be a bargain in every sense 
still require repayment of two or three times or 
while a shorter term loan repaid with fewer tota 
in fact, represent a far higher cost loan to the 
Students did, however, weigh the total repayment 
very heavily in their minds, and accordingly att 
importance to low annual payments, which, of nec 
longer terms and larger total dollar repayments, 
know how seriously to take this phenomenon. 
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There are lots of pitfalls in a survey, and even if it could 
be established that students overwhelmingly preferred short terms 
and high annual payments in the borrowing years it might very 
well be that they would thoroughly rue that decision later on in 
their repayment years. It is apparent, however, that we must keep 
this attitude in mind. While most of us who have investigated 
income contingent loans have stressed the long terms and low 
annual payments as one of the key virtues of such plans, it is 
quite possible that students are inordinately uninterested in low 
annual burdens, and would simply prefer to terminate their 
obligations as soon as reasonably possible. Of course, even if 
the student attitudes are not compelling, the lender may stand to 
gain from higher repayment rates, larger annual payments, and 
shorter terms, simply from the more favorable cash flow of the 



loan plan 



(Mr. Storrs) Did you find any differences in a given college 
between the blacks and the whites? 
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(Mr, Johnstone) No. Most of our black respondent population 
came from Clark and Howard. Thus, we were quite possibly getting 
as many institutional effects as racial effects. We did not, 
however, have enough blacks in the rest of our sample to do any 
tests of race effects at particular colleges. 



Let me turn to another point, if I can, Dave, and discuss 
for a moment some of the alternative plans which we have been 
considering. One of the most controversial aspects of the Yale 
Plan, of course, and indeed of virtually all the income contingent 
loan plans which have been proposed over the last decade or so, 
has been the redistribution of income from high to low earners -- 
the need to collect surplus payments from high earners to recover 
losses on low earners. I would hope that we can begin to have 
more thought turned to the possibility of what I would call 
"externally subsidized" plans. By this I mean a plan which still 
provides a degree of low income protection, but which recovers 
losses from low earners from some source other than high earning 
fellow borrowers -- presumably from whatever source currently 
subsidizes students such as the state, the federal government, or 
the institution itself. 



In part, this is because I have never been entirely comfort- 
able with having to generate low income subsidies from the 
particular class of students who are well off today, but who were 
unfortunate enough perhaps twenty years ago to have had to borrow. 

On a more positive note, however, I feel that the subsidi- 
zation of a student on the basis of low future earnings is 
certainly as valid and perhaps considerably more valid than most 
bases upon which we now subsidize students. On an institutional 
basis, this could mean directing some of the student aid budget 
into subsidization of students on the basis of their own future, 
rather than according simply to their current family, incomes. 

On a governmental level, of course, this could mean the direction 
of more state subsidies into low income forgiveness rather than 
the implicit across-the-board subsidies contingent simply upon 
attendance at a public institution. 

Another idea we have been considering is the graduation of 
fixed-schedule payments within otherwise conventional loan plans. 

In other words, one could approximate income contingency for the 
great majority of borrowers simply by amortizing payments on a 
schedule which is graduated upwards over time as opposed to a 
schedule featuring equal installments, or even, in the case of 
many National Defense Student Loans, decreasing annual installments 

Attached to such a plan could very well be a repayment ceiling 
stating some percent of income above which the fixed-schedule 
payment should not rise. Any payment due in excess of this re- 
payment ceiling would be either deferred or forgiven. In such a 
way, only the low earners would actually pay on a purely income 
contingent basis and have to report incomes. All the rest of the 



borrowers would simply pay the fixed-schedule amount, but on a 
schedule which, by virtue of its graduation, would still be 
approximately income contingent for all borrowers. 

One could call such a loan a fixed schedule-graduated payment 
loan with an income contingent protection clause. Or, one could 
look first at the protection clause, and call such a plan an 
income cOnt 4 rsgent loan plan with a fixed schedule of annual upper 
limits, instead of the upper limits on accumulated repayments 
which are featured in the Yale Plan. In either event, it is 
obviously a hybrid plan, with only the lowest earners paying on 
a purely income contingent basis. 

Such a plan, of course, could still be either internally or 
externally subsidized. For an externally subsidized plan, the 
fixed schedule payment would be set to amortize the loan at, say, 

7 percent. Any low earner receiving a forgiveness by virtue of 
his low income would, in effect, be subsidized by some source 
Other than his fellow borrowers. If, however, one still wanted 
to stick with a mutualized, internally subsidized plan, one would 
simply have to set a fixed schedule which would amortize the 
loan at a rate of return in excess of the break-even rate needed 
by the loan plan. In other words, if the plan needed to recover 
7 percent over all borrowers in order to break even, the fixed, 
graduated upper limits could be set to return, say, 9 or 10 
percent rate of return. Such a plan, in effect, could be made 
identical to the Yale Plan, with the fixed annual upper limits 
achieving precisely the same surpluses from high earners as your 
150 percent of principal buy-out rule now achieves. The only 
difference would be that borrowers would pay at the upper-limit 
each year for the entire repayment period, and would not have to 
report incomes. 

There are, of course, other variations, but these should 
suffice to illustrate my major point: that there is a great deal 

one can do with the income contingent concept, and some of the 
more promising plans may be to discover variations which combine 
the protection and convenience of income contingency with some 
of the simplicity of the conventional schedule loans. 

Dave, I will stop now and take questions. 



(Voice) Bruce, I am Samuel Hanna from Boston University and 
this is Professor Wu . The very plan you just outlined is one 
which we submitted to our President about a month ago and he has 
adopted it and will make announcements sometime in December about 
that plan. So I thought you would be interested in knowing that 
BU is going in that direction. 

(Mr. Johnstone) I am very interested. I hope you will send 
me some material on it. 
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^ (Mr. Hanna) In fact, our President has made an appointment 

with your office to discuss this. 

'ij < 

(Chairman Buesking) Is it about the subsidy? 

(Mr. Hanna) So, seriously speaking, he probably has contacted 
your office about this already. So I think within a month you 
will hear Boston University make an announcement in that direction. 



(Mr. Johnstone) Good. 



I am eager to 



hear from them. 



(Mr. Storrs) It is pretty clear that there are a lot of 
ways to do this kind of thing. I would like to defer questions 
for a few minutes, if you do have some points about Bruce's talk. 

I would like to move on in student attitudes. We will turn 
to Bob Brandewie, who has surveyed the Yale population and has 
come up with some findings, not about the reaction of the borrowers 
to a hypothetical plan, but, ra:her, "How do you feel about this 
plan as it sits in front of you?" And what are the statistics 
of this group of people? Bob? 



(Mr. Brandewie) Let me begin by stressing the point that 
what we were looking for and what this research involved had a 
basically different thrusc from some of the research that has been 
done previously on income contingent loans. We were not inter- 
ested, for example, in predicting participation. What we were 
interested in doing was more or less scaling people in the Yale 
population along a contaftO-um that went from very unfavorable to a 
very favorable attitude toward TPO. We were interested in finding 
their attitudes toward debt, their perception of income contin- 
gency, and especially their reaction to TPO here at Yale. We 
wanted a scale which would ,help us to determine what important 
decision components, both psychological and objective, influence 
the decision to take, or to reject, TPO. So we did not answer 
some of the questions like: What kind of terms to they like? 

How many years? although we do have that in a more general way. 

To achieve this objective, we developed a questionnaire that 
had six attitude sub-scales. We had 56 attitude questions and we 
sent the questionnaire to 400 randomly-selected Yale undergraduates. 

We got a return of about 45 percent, 178 returns. This 
respondent group, I think, presented a very adequate picture of 
the Yale undergraduate community. Sex and financial aid, for 
example, were strictly representative of the Yale population, 
although freshmen and participants in the Plan were slightly over- 
represented. At any rate, the questionnaire proved to be a 
statistically valid and reliable representation of student 
attitudes here at Yale. 
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What did wa find? Well, on the most general level, we found 
that people endorse the idea of income contingency as much as to 
say they would support that plan on a very general level. People 
thought the idea of repaying loans a* wording to your income was 
a good idea. Here at Yale we al.io found substantial endorsement 
of the idea of subsidization. Students felt it was also a good 
idea for high earners to pay more than lew earners. 

Now, this is on the most general level. This is not to say 
that there were not specific objections to how the Plan was 
implemented at Yale, because there were, and I will go into that 
more a little later. 

Also on a general level, we found that there were reliable 
and statistically significant differences between participants 
and non-participants. We found that participants had a signi- 
ficantly more favorable attitude to the Plan than non-partici- 
pants . 

What are these differences? In what areas were the differences? 
As I said, we had a questionnaire with six different sub-scales 
on it. Five of these were concerned specifically with the students' 
attitudes toward the Plan, and the sixth one was a factual sub- 
scale which measured what they knew factually about the Plan. 

Two of the sub-scales were of no use in discriminating between 
participants and non-participants. Three of them were very useful, 
and I would like to go a little more in depth into what these 
three sub-scales are, and what they mean. 

The first sub-scale, and t think the most important one, is 
something that we termed "risk," which is kind of a misnomer. We 
postulated that there is an individual differences variable - call 
it something like psychological attitude toward debt - that 
mediates the choice of a loan vehicle. TPO is a different type 
of loan vehicle than a conventional loan, and we hypothesized 
this attitude variable plays a part in the decision that is made 
about what loan vehicle to take. The sub-scale that we called 
"risk" measured things like attitude toward long-term debt. For 
example, does the student feel anxious about being in debt? 

How does he feel about ambiguity and uncertainty? These are the 
types of things that we were trying to get at with the sub-scale. 

We found, in fact, that there were significant differences 
between participants and non-participants. There are a lot of 
uncertainties and ambiguities involved in TPO, leaving aside for 
the moment whether there are more or less than a conventional loan. 
Let me go into those for a minute. 

First of all, the decision to take TPO means committing 
oneself to be in debt for a substantial period of time, up to 
thirty-five years. In addition, the prepayment penalty (the 
buy-out) is relatively stiff. So the student who feels anxious 
about being in debt might think twice before committing himself 
to TPO. 
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In addition, there are a number of ambiguities involved 
in participation in an income contingent loan program. There is 
no way to tell how long you will actually be in debt, or how much 
you will actually wind up paying. People who feel anxiety about 
being in debt might shy away from these added ambiguities. What 
we found, then, is that there is a clear conflict, for some, 
between their psychological set, and the provisions of an income 
contingent loan. 

However, it is also apparent that for some there was little 
or no conflict between their attitudes and TPO. In fact, there 
are attractive certainties about the Plan. First, the borrower 
is assured that his obligation will never exceed a fixed percentage 
of his income. Second, that he will not have to pay large amounts 
for debt repayment when his income is lowest. 

Now, the second sub-scale that we found was important was 
the perception of the cost of TPO. Again, non-participants saw 
the Plan as significantly more expensive than participants did. 
There is some difficulty in sorting out the reasons for thi3. 

In fact, TPO is more expensive if you are a high earner. If 
you are earning a lot of money, TPO is likely to be more expensive 
than a conventional loan. So you might postulate that the high 
income expectors were the people who saw TPO as most costly. 

This, in fact, was not borne out by the data. We found there 
were some differences in income data. We found there were some 
differences in income expectation, but as a generality, I think 
68 percent of our sample people said that they expected to earn 
lower than the average income. Only 32 percent said that they 
expected to earn higher than the average income. 



(Mr. Johnstone) Is that the "greening of America," Bob? 




(Mr. Brandewie) I don't know. At any rate, we found in 
general that the people who expected to earn higher than average 
incomes were also the people who had no intention of borrowing, 
and that low income expectations were not related to choice of a 
loan vehicle. People who liked and disliked TPO, but were in the 
borrowing population, had the same mean income expectation. In 
other words, there were just as many low income expectors in the 
non-TPO group as in the TPO group. The much feared "adverse 
selection" problem of getting only low income expectors into the 
Plan, did not occur. We found equal income expectations in both 
TPO and non-TPO groups, other things held equal. 

People, as they see their income expectations now, do not 
discriminate between income contingent and conventional loans. 

How, then, can you explain this difference in the perception of 
cost? One possible explanation that we have been exploring is a 
misunderstanding of the effects of long-term debt. I think Bruce 
was talking about this a little. People might key on the total 
dollar repayment rather than interest rate or present value 
payments. And some of the things we found support this hypothesis. 
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First of all, there was a significant correlation between how 
the people perceived the Pl.J.n, and how much they knew about the Plan, 
a 3 measured by the factual sub-scale. That is, those who saw the 
Plan as less expensive, also knew the most about the Plan. So we 
think that this might go to a possible explanation of why this 
difference occurred. Again, just to summarize that point, non-par- 
ticipants saw the Plan as signifies.. :ly more expensive. 

The third sub-scale that we found discriminated between 
participants and non-participants, was one that we call "family," 
which tried to measure the impact of the parents ' attitude on the 
students' choice of a loan vehicle. We found, and I think this is 
a little surprising, that this impact was very substantial. A 
parents' unfavorable attitude toward TPO went a long way to dis- 
courage a student from taking TPO. 

You might look at it this way: there are two types of borrowers. 
The first type has to borrow in order to meet the tuition payment. 
There is no way that his family, for example, could throw in the 
money. So his parents have a say only over the type of loan vehicle 
that he takes, not the fact that he wp 11 borrow or not borrow. 

The second type har a choice as to whether he will borrow or 
not borrow, and I think the parental impact was especially pronounced 
in the second group. The guy who went to his family and said -- 
perhaps he said, "I would like to borrow to take some of the burden 
off of you, and I would like to ta3;e TPO." I think a parent's 
unfavorable attitude at that point was especially persuasive. The 
parents might say, "No, I would rather give you the money than 
have you borrow on TPO." So, again, the student who took TPO, their 
family, as measured by this sub-scale, had a significantly better 
attitude toward TPO than those who did not borrow or chose not to 
borrow. 

Those are the, kinds of attitudinal reasons for participation 
or non-part i cip? tion . But there are some pretty objective and real 
world reasons for participation. It is not earth-shattering to say 
that no one borrowed who did not need the money by some definition. 

In other words, those who borrowed the mcney needed it. But one 
question we are concerned with answering is, is che obverse of that 
question true aJso. Did everyone who needed the money borrow under 
TPO? In other words, was there forced participation in the Plan? 
There was a tuicion increase this year; financial aid, however, 
stayed at last year's base. So we are concerned about whether 
people were pressured into taking TPO. We have collected some data 
and we are .in the process of collecting some more data to answer 
this question. 

First of all, again, the participants in TPO, according to 
our questionnaire, had a significantly more favorable attitude, 
regardless of their need status. In other words, there was a cer- 
tain base line of f avorabi li. ty that was needed before a student 
would participate in TPO. If he did not like it, no matter what. 
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his need status, he probably did not participate. This is one 
piece of data that goes to answering the coercion question. 



Another way to look at this question is to look at partici- 
pation levels in each class. Dave, could you discuss this analysis? 



(Mr. Storrs) What we are doing or this is taking the number 
of people in the freshman class who participated in tuition post- 
ponement -- about 33 percent. We are taking the percentage of 
the freshman class which is on aid - about 44 percent. If we 
assume that the only people who borrowed are people who are on 
aid, well, then we have got 33 people out of the 44 on aid who 
borrowed through us. The other 11 went somewhere else to do 
their borrowing, or else thsiy did not need it, but for some reason 
they were not forced into borrowing through us. So if you assume 
only freshmen on aid took TPO, then about 75 percent of freshmen 
aid recipients participated. So at least some number of people 
were not forced or coerced into tuition postponement this year. 

Let's say this term, in fact. We don’t know what will happen in 
the future. 

It is reasonable to assume however, that some TPO partici- 
pants were not on aid. These would include students taking some 
of the burden off their parents and students who requested but 
were denied aid. If 10 percent of this group - freshmen not on 
aid - participated, then this means that about 62 percent of 
freshmen on aid participated, 38 percent found alternative financing. 

So freshmen on aid participated to the tune of between 62 
and 75 percent, depending on your assumptions of non-aid partici- 
pation. Going through the same analysis shows that participation 
by seniors on aid was much lower - between 24 and 36 percent. 

So, somewhere between 40 and 50 percent of the students at 
Yale on aid took tuition postponement to cover the $500 increase. 

Is that clear? 



(Chairman Buesking) You are in essence saying they found 
other sources? They were on aid and they found other sources 
to finance that increase in tuition? 



(Mr. Storrs) That is right. 



(Voice) Do we have any idea how many people took other 
kinds of loans? 
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(Mr. Brandewie) No, that is something we are in the process 
of finding out. We are in the process of finding out objectively 
how many people on financial aid and how many people not on financial 
aid took TPO or other kinds of loans. But it is something we 
have not had a chance to look into yet. 

One other thing we did. We were interested in finding out 
what were the reasons that people did not participate. In other 
words, if they had need, or if they did not have need, why didn't 
they participate in TPO? The major reason, again going back to 
that earth-shattering statement, was that they didn't need the 
money. This was the most important reason they did not borrow 
under TPO. But if you look at the group now who did need the 
money, what were their reasons for preferring alternative sources 
to TPO? Again, we come back to the same three sub-:;cale reasons. 

This was in a different part of the questionnaire with a different 
type of presentation, but it goes back again and supports the data 
we found on the attitude part of the questionnaire. Risk, again, 
not liking the long-term debt aspect, feeling anxious about the 
uncertainties of TPO was a very important reason for non-partici- 
pation. 

Family, again, was another important reason. The question 
read something like: "My parents discouraged me from taking TPO." 

This proves to be an important reason for non-participation in the 
Plan . 

Finally, the least important of these reasons is the per- 
ception of the cost. If you thought you were going to earn too 
much to make it worthwhile to take the Plan, you did not take 
the Plan. 



(Mr. Storrs) One thing I might add is that you can also 
see that there is a large difference between the aid and non - a id 
groups. There is a clear socio-economic difference between them. 

We saw dramatic differences in income expectation, presumably 
conditioned on their own socio-economic class. You might expect 
the group not on aid quite naturally to be more confident about 
their future, to not see so many problems with the Plan. And 
you might see the group on aid, probably from a lower socio- 
economic background, as less confident, seeing TPO as increasing 
their uncertainty about the future. "I don't know what I will 
pay"; "I don't know what the interest rate will be"; "what happens 
if I make a fortune?" You might see this group that is on aid 
being more affected by those uncertainties than by the certainty of 
the percentage of income being known. That was another of the 
clear conclusions that came out. 



(Voice) Question. Can you look at your applicant pool 
or the number of students that you admitted, and canvass their 







attitudes toward TPO, and to what extent did your admissions 
office believe that it may have affected your yield this year 
in that your competition was not offering a similar kind of 
opportunity? 



(Mr. Storrs) Well, it wasn't announced, really, until 
after applications had already been received. It had been announced 
as essentially something that was coming, but details had not 
been spelled out very well. We don't think it had much effect. 

We think the bigger effect was due to increasing the application 
fee from ten to twenty dollars. Ralph, would you agree with that? 



(Mr. Burr) I think that is accurate enough. 



(Voice) I am concerned about yield. As I understand it 
this year, you had to admit more students in order to get your 
class and at the time you offered them financial aid, there was a 
new input here that was not being offered by your competitive 
institutions . . 



(Mr. Storrs) I see your point. It might have played a 
minor part, but not much more than that. Ralph Burr is Director 
of University Admissions and can comment on that better than I. 



(Mr. Burr) I think the statistic that I find meaningful is 
the fact that the financial aid candidates who presumably needed 
the help of TPO in order to meet their needs, their yield was as 
strong or stronger than the preceding year. It was in the non-aids 
admitted group where the yeild went down. 

Now, at least on the group that needed the help of TPO, 
our yield held up. 



(Voice) But you offered this also, you offered this Plan 
also tc the non-scholarship students? 



(Mr. Burr) It was offered to non-scholarship students as 
well, right. I think the jump in tuition, the timing of the $500 
increase coming in February may have had a significant effect. 



(Chairman Buesking) There were about three factors that are 
hard to isolate. The first was the application fee was doubled 
from ten to twenty dollars. The second is that we delayed a 
very long time, our announcement on the tuition increases which 



was made, I believe/ on the 6th of February, which was much later 
than our competition for this pool. And the Plan was known to be 
coming along, but its final form was not known to the applicants 
until after our yield had been achieved. It was May or June before 
there was any definitive literature on the Plan. This coming year 
we may find something very significant, but for last year we only 
see a minor impact because most of the events had already taken 
place about admissions and yield before TPO became a concrete 
reality. 



(Mr. Storrs) We will be looking at the effect on yield in 
the future, though. You might suspect that the school which gave 
a grant for the increase would probably be preferred to the school 
which gave a loan, called TPO, for the increase. 



(Mr. Brandewie) Just by way of review and maybe to stimulate 
some questions, I would just like to go over the general conclu- 
sions . 

First, we found general endorsement of income contingent, 
borrowing on a general level. Second, and this was a little sur- 
prising, we found no attitudinal differences between men and wo- 
men. Three, we found little evidence of forced participation by 
our financial aid recipients, at least for this year. Fourth, 
we found strong influence of parental attitude. Fifth, generally 
low income expectation, although it was not correlated with parti- 
cipation in the Plan. Those who knew most about TPO liked it best. 
Those who knew most about the Plan had the most favorable attitude 
toward the Plan. Students on aid are generally concerned about 
large loan repayment immediately after graduation. And finally, 
some non-participants mentioned that they would like a shorter 
term or mentioned the long term as the reason for their non- 
participation . 

Dave? 



(Mr. Storrs) What we tried to do is we looked at 400 stu- 
dents and we got a set of perceptions about a plan that is in exis- 
tence today. As Bruce pointed out, there might be a big difference 
between a student borrowing $1,000 and a student who is going to 
borrow a lot of money. I think it is the latter group that we 
really designed the Plan for. We did get some individual variances. 
Some wanted a shorter term, less redistribution. Some wanted the 
federal government to pay for the whole bill. For the broad scope 
of the entire group, we found general endorsement with signifi- 
cant deviations from that endorsement. 



(Voice) I would like to get a little closer to what you mean 
by "general endorsement". Because you coupled your general endorse- 






ment with Mr. Johnstone’s survey at Ford, and I recall him stating 
that 30 to 40 percent of those who have to borrow would take some 
sort of tuition postponement option. 

Now, is that what you consider general endorsement, and is 
that the order of magnitude that you see? 



(Mr. Brandewie) I was not referring to that particular piece 
of data. I think, Bruce, wasn't there something like two-thirds 
who endorsed the idea on a very general level? 



(Mr. Johnstone) Yes, yes. 
very broad sense of endorsing, 
my strong, in part, hunch, infe 
that if you had sort of the bes 
you could put together, for rea 
students right now would prefer 
if you had 40 percent in TPO, I 



Found it is a nice idea in a 
I would go back and just say that 
rence, from the questionnaire is 
t possible conventional loan that 
sonably low amounts of debt, most 
a conventional loan. But to me, 
call it significant. 



(Mr. William Curran) Bruce, I wish you had been here for 
Dean Taylor's presentation this morning in which he showed the 
actual acceptance of the Yale Graduate School for a 6 percent 
conventional loan and TPO under a fairly controlled situation. 
Very surprisingly, there was a much larger participation in TPO. 



(Mr. Johnstone) That would be contrary to our questionnaire, 
which is a little interesting. 



(Mr. Storrs) I would like t 
you, that we have got a majority 
"I prefer an income contingent lo 
loan". This is the first year th 
might consider that, I think, a s 
of people. Bob used a scoring sy 
respect to their favorable or unf 
We found a very sharp difference 
and non-participants, whether on 
these are the differences that we 



o back up again just to refresh 
of the Graduate students saying, 
an to the 6 percent conventional 
at it has ever been offered. We 
ignificant endorsement by a lot 
stem which ranked people with 
avorable attitude toward TPO. 
in attitude between participants 
aid or not on aid. I think 
are talking about. 



Brent Spears is going to talk about the PRIME program in 
Philadelphia, some of the conclusions that they have come to, 
and the potential market in the medical education world. 



One number I might throw out that maybe Brent can comment on 
is that in Stanford's study of income contingent lending, George 
Day found the average Stanford Medical School graduate getting out 
with a $9,400 debt. So here we are certainly talking about some 
very large numbers. 
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(Dr. Spears) Thank you, David. I feel very fortunate to be 
here today to talk about the PRIME concept. I am going to try to 
raise a little hell with income contingent programs, so I would 
like to say at the outset how much I appreciate the opportunity 
that we all get together here to talk about these kinds of pro- 
blems . 

Joe Hartmeyer, who just had to leave, took us all down to 
Mory's last evening for dinner. Speaking as a Harvard man who sang 
in the Krokodiloes, I found myself last night sitting next to the 
Whiffenpoofs singing Yale fight songs and I really must admit I 
never heard or participated in better singing in my life. It 
was really great fun. 

I think Yale is to be commended for making a very brave ex- 
periment in the area of student loans. At the same time, I have 
sensed in this audience, an undercurrent, sometimes not even 
articulated, about what is going on here in the field of student 
aid. Are we really going in the right direction? I don't know 
whether I can lend any insight to answering that question except 
to tell you about PRIME, which I will do. 

I have been asked to speak specifically about student atti- 
tudes. I would like to polarize the audience by saying that I 
don't think student attitudes are very important. You will say, 
"What are you saying? Is it possible that somebody could say 
something like that and be responsible?" The reason I say that 
I don't think student attitudes are of much import is in order to 
make the distinction that President Brewster has made between 
accountability and participation. I think we, certainly, as ad- 
ministrators, must be accountable to the student for the kinds of 
programs that are made available. But I do not think that the 
average college or medical student has any idea or understanding 
of financial aid or his own lifetime financial picture or anything 
resembling this. I think it is our responsibility as educational 
administrators to think through the problem of financial aid, 
particularly with regard to student loans, to come up with good 
answers and then to educate our constituency, which in this case 
is the student, the Federal Government, parents and the rest, 
to what needs to be done. 

We at PRIME have tried to do this. I think the past five 
years, to my knowledge, in this country in higher education has 
been notable for the dearth of original ideas on the financing 
of education, relative to the great need for new thoughts on this 
subject. I think We have kind of gotten hung up on one answer - 
Ed. Op. ( TPO ) . I think everybody felt they had to pay obeisance 
to Ed. Op. before doing anything else. I am not saying that I 
do not think Ed. Op-i is a good idea, but I do think that we need 
more ideas in order to determine what mix of financial aid pack- 
ages are ultimately going to give us a solution over the long run. 



With this in mind, I think we have got to try and get out 
of the Ed. Op. mold for a minute and think about other alterna- 
tives. 



Mr. Johnstone talked earlier in terms of a fixed schedule 
of repayment with an income contingent plan as insurance. This is, 
I think, a relatively original idea of Mr. Johnstone's although 
we have been thinking along these lines also. 1 think ideas 
like his are really quite needed. I will comment briefly on what 
we have done and then I would like to know what is going on in 
the audience, if that is appropriate to this discussion, to 
see really where we should be headed. 

Basically, what PRIME has done more than anything else so 
far (you always have to keep in mind the fact that Yale has a 
program going and we are just talking about one, and I know this 
is a fundamental difference) is that we took about ten steps back- 
wards and said, "What are the needs here?” The first thing that 
we said was: "What are the students' needs?” We identified 

three needs: "Ideal Characteristics of a Student Aid Program", 

we called them. (We talked with students, but we did not answer 
the question simply by what students told us.) We found three 
basic characteristics. One was Expansibility. That was a key 
phrase for as, "Expansibility". That is to say, a student aid 
program (if it is a good one) should be able to be sel f -generat- 
ing, open-ended in terms of available dollars, and able to broad- 
en to many kinds of students, if it is to be really a worthwhile 
and important concept. 

The second characteristic is what we call "Opportunity". 

By Opportunity, we meant that a student must be given up to full 
financial support, if necessary, in an ideal student aid program. 

If a student needs $4,000 and can get only $3,000, he might as 
well not have anything. Oversimplified, I know, but in these 
terms, any good student aid program or combination must provide 
for Opportunity. 

The third concept was "Equi tabili ty " , and this comes upon 
the hard question of who should pay for higher education. What 
proportion should the student pay? In our analysis we attempted 
to distinguish between access to (medical) education, on the one 
hand ( i . e . , acceptance, promotion, and graduation), and financial 
obligation , on the other hand. If it could be proven, as we 
believe we did prove, that medical education was a good (private) 
investment for the medical student, then Equitability would re- 
quire that the student undertake an obligation to pay for a great- 
er proportion of the true cost of his medical education. 

These three concepts, then, Expansibility-Opportunity-Equic- 
ability, may be thought of as character istics of an ideal student 
aid program, as seen by the student. From the point of view of 
the investor, the provider of the funds, on the other hand, there 
are other essential characteristics of a student aid program. 
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Wally can comment on this in greater detail later, but the invest- 
or must satisfy three basic needs: Safety of Principal, Liquidity 
or Marketabl ity , and some kind of Return on Investment. 



Having analyzed the basic characteristics of an ideal student 
aid program, we married these two types of need, the students' 
needs on the one hand and the investors' heeds on the other. We 
tried to make them fit together. In so doing, we had a major 
assumption behind us. Our assumption was that medical education 
is, in fact, a good investment for the student. Therefore, the 
concept which we were pushing was that the private investment 
community, knowing that education was such a good investment, 
could reasonably hope to provide funds for medical education, in 
exchange for which the student, realizing that his education was 
a good investment, would pay back to the private investor the cost 
of his education. This concept of education as investment I am 
sure is very familiar. It has been developed in many studies 
in and out of medical education. 



In some senses, then, this concept stands against TPO, and 
I am going to oversimplify here for the purposes of expanding 
the discussion, because the concept of PRIME puts in a somewhat 
different light, the nature of who pays for education. PRIME 
assumes, by implication, that the student will pay for his educa- 
tion in a specific dollar amount. The TPO concept, on the other 
hand, works on the basis of not knowing what the student's future 
income will be and asks the student to invest in TPO on the 
basis of that uncertainty. To oversimplify, PRIME capitalizes 
(no pun intended) on student confidence? TPO on student pessimism. 



In summary, then, we have tried to come up with a concept 
whereby we say that medical education is a good investment. We 
involve the private money market. We involve the student. We 
say, can we work a deal here (as it turns out, a long term, low 
cost, mortgage- type loan) whereby you, the student, will have your 
financial worries erased if you will pay for a significant portion 
of yo ir education in a specific dollar amount from your future 
income’ I don't honestly know whether this is a better answer. 
Indeed, it is not necessarily true that one model is better than 
another. Indeed, a hybrid model may ultimately evolve to be the 
best kind of thing. But this is our contribution. 

I don't know, in fact, whether we can sell the PRIME concept 
to medical students. Banks aren't used to giving mortgages for 
education, or students to accepting them. We have a twenty-page 
questionnaire which is about tg go out, which has not yet gone 
out, in which we ask these kinds of questions. It appears as if 
medical education nowadays i9 moving more and more in the direc- 
tion of dependence on the Federal Government. It certainly has 
done so in the past twenty years. I think a fundamental question 
that doctors have to ask themselves is whether they are willing 
to mortage their futures to a governmental or institutional source, 
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or, are they going to be willing to accept the burden of cost 
for their education in which their only debt is a personal one 
to a private lending institution? The choice is no longer between 
various ways for the medical student to accept responsibility for 
only a miniscule proportion of the true cost of his education. 

This is no longer realistic. Rather, the choice will be between 
greater or lesser degrees of physician autonomy. We may well be 
working against the tide of history in suggesting that individual 
physicians or any individual student in higher education is will- 
ing to put his career on the line in such a manner. We are postu- 
lating that he might want to do so. We don't know. 

In conclusion, it does bother me somewhat, and this is only 
my opinion, to ask a person to make an uncertain commitment as 
a percentage of income against the rest of his life. It reminds 
me, to make it a bit ridiculous, of having a Master Charge Card 
and you could take it and buy houses and refrigerators and the 
rest of it, and the credi .or would say, "Well, we don't give a 
damn how much you pay back; you just pay back a percentage of your 
income." So a man could have used $50,000 of credit and pay back 
$20,000 for it, if he has a low earning job. Or, if he made a 
lot of money, say $125,000, he would pay back much more than he 
borrowed . 

If a man goes to Yale, he has got something going for the 
rest of his life. I am surprised that he would wish to pay for 
his Yale education by a kind of lottery/welfare system. 

Is TPO fair then? Is it our responsibility as educational 
administrators to offer this kind of program to people and say 
we don't care how much they pay back? Is it up to us to subsi- 
dize low earners and, in a sense, remove the incentive from people 
who want to make money? Are we past that time in America? I 
don ' t know. 

I know that I seem hypercritical of TPO. I don't mean to 
sound that way, because I think it is a terribly brave experi- 
ment. I think that much has been gained from having people 
meet together to talk about it. In addition, I think Yale, more 
than any other school, has taken the bit in its teeth and has 
committed itself to doing something, which is more than most 
schools have done. However, I do think it is quite important that 
we, as administrators, really try to think out our assumptions 
about why we are going in the direction we are going and whether 
it is really worthwhile, and moreover, see what other new alter- 
natives we can think of. 

Thank you very much. 
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(Mr. Storrs) We have looked at the very diverse ways of 
financing loans through income contingent methods. Bruce has 
brought up two methods that have not received much attention. 

Brent has brought up another point. We have talked about student 
attitudes. I don't think any of us pretend that the Yale Plan is 
engraved in stone as the ultimate version. Maybe the term, or 
the redistribution, should be changed. There is no reason that 
the fundamental terms cannot be changed any way a particular school 
or set of students would like. 

We are very close to 12:00. Would we have time, Bill, to 
take a couple of questions? 



(Chairman Buesking) This is a dry lunch instead of a wet 
lunch today, so we have about an additional fifteen minutes. 

One comment I would like to offer, particularly to Bruce's 
talk. You, in fact, have an increased redistribution model if 
you award any kind of aid in your school, because you have a vari- 
able tuition. In fact, when you have conventional loans and gift 
scholarships, if you use conventional scholarship money to under- 
write future incomes as a subsidy, you just have a different 
method of redistribution. It is another way of awarding aid 
which does have some redistribution, and that is something I 
believe you don't want to lose sight of. 

Mow, our 50 percent buy-out has a substantial redistribution, 
so to speak, but it is hard to get away from that in any of these 
kinds of schemes, even conventional loans and scholarships. They 
all involve redistribution of some form. 



(Mr. Storrs) This brings up a point that was interesting. 

Last night at the bar it was interesting to see all the discussion 
of risk and uncertainty that the University was undertaking. Let's 
suppose, to be pessimistic, that we made loans for $1,000 each, 
and 5 percent of them went bad. Well, you would get back $950,000 
if those were conventional loans. If you made the same thousand 
loans for a thousand dollars each with TPO, and 5 percent of 
them went bad, the 950 people who were still in the Plan would 
end up paying a little bit more, so you would get back your full 
million dollars. I don't think we want to lose sight of some of 
the advantages to both sides. 



(Voice) Do you have any sense of what influence opening up 
TPO in the second semester has? Do you have any figures on how 
many people are waiting, seeing how they get along next year and 
so forth? 

(Mr. Storrs) I put my best guess up on the screen. I think 
my guess was that we would move from 32 percent in the freshman 
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class to just about 38 percent. I think we will pick up about 2 
percent of the senior class. They are older; they will be closer 
to graduation and they don't want to take this twenty-five year 
obligation for only $800. So I only expect them to go up a point 
or two. I think it would vary by class, but overall, participation 
will go from something like 23 percent of the College to about 
2 6 percent . 

(Voice) Dave, relative to this question of income redistri- 
bution and Bruce's comments regarding using student aid funds to 
make up the difference in terms of subsidy, there is another kind 
of income redistribution that is going on at the point at which 
your tuition is paid. There is a redistribution of tuition income 
across the University, so that the medical student, for example, 
is paying a much smaller percentage of the cost of becoming a 
physician than is the humanities undergraduate. so it doesn't 
bother me too much to see the subsidization out there, because there 
is a kind of correlation between costs of your program and your 
lifetime earning potential. 

(Mr. Storrs) Right. It might bother some people, though, and 
my point is just if. it does bother you, then change your plan to 
meet your needs. I agree completely with the point with respect 
to some of the professional and some of the graduate schools, too. 

I think we have heard this suggestion from one member of the staff, 
that we actually call the graduate school the research center, 
where we hire people to come and work in our research center since 
we end up paying them probably more than they pay us. 

(Voice) May I say I think we are all appreciative of the 
discussion that Bruce has made and the work that he has done. That 
is a very stimulating kind of a hybrid. I did not know they were 
doing it at BU . 

I wonder if there is one more element that could be profitably 
put into this, and that is, sort of taking advantage of the existing 
possibilities within the money market, specifically to gear into 
this guaranteed insured loan program? I wonder if in the beginning 
it would not be possible to grant a regular guaranteed insured loan 
so that there would be the possibility of getting the subsidy and 
then, at the time of graduation, perhaps move into a graduated 
repayment schedule and carry that to the point where it could be 
converted into something that would be eligible to move into the 
secondary money market? It seems to me that an outlet at the other 
end is exceedingly important to all of our capital needs. 

(Mr. Johnstone) I think your comment of trying to plug into 
the Guaranteed Student Loan plan is a very important one. For one 
reason, of course, there is a substantial subsidy to both borrower 
and lender from participation in the GSL program. In addition, 
federally guaranteed notes will be eligible for purchase whenever 
we do get a federal secondary market, and this would appreciably 
reduce the very serious capitalization problem of an independent 
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institutional loan plan. Certainly the concept of a two-paper scheme, 
whereby some income contingent second contract is appended to a 
basic, federally guaranteed student loan contract is a very worth- 
while approach, and I would hope that it would be vigorously 
pursued , 

(Voice) I represent a woman's college, and of course the 
big problem with income contingent plans for us is that women 
just do not earn the income that men do. So one thing that we 
were thinking of was switching the focus from income to death, 
because women live so long, they end up with all the money anyway, 
usually. We were thinking it would be a plan in which a person 
would take a loan and then we would tax her estate? a sort cf 
pay-as-you-die plan. 

A number of the problems with this would be a tax rate, or 
just a lump sum payoff, but we are calling it our "Rest in Peace 
Loan " , 

(Chairman Buesking) That is almost worth lunch, 

(Mr. Storrs) We have not come up with a pay-as-you-die plan 
yet. All we get back is a little bit of insurance, 

(Voice) Dave, I had a concern with the chart you showed 
that showed the discrimination of people who did not take the 
Plan between risk and cost, I would like to get your response 
to the suggestion that risk and cost are a piece of the same 
element and that this in a sense is concerned with upside risk 
and another class of cost concern. Do you agree? 

(Mr. Storrs) You are right. There are a lot of things going 
on together there. What we are really trying to do is to take what 
I would call risk, which is the financial problem that comes when 
you have got $1,000 in payments to make on a loan and you cannot 
do it. That is what 1 would call financial risk. 

We are including something which I would call uncertainty, 
which is, "I don't know what my payment is going to be next year, 11 
We are including something called certainty, which is, "I know 
my payment is only going to be this piece of my income," And 
I am also including in that scale, maybe a little bit of the 
uncertainty about, "Suppose I pay more than my classmate?", 
that kind of thing. We tried as much as we could to get the first 
type problem, the financial one, off into another cost sub-scale. 

We tried to break them out as tightly as we could, but I think 
they do overlap quite a bit. 

(Voice) It occurs to me that in the longer term, if student 
loans become an increasingly significant manner of financing 
higher education, that the major difference from today's loans 
may, in fact, turn out to be the insurance mutualization of income. 
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I can imagine that it could come to paas that moat people's 
loans could become quite substantial and they would be quite 
concerned about protecting themselves against high payment with 
little income. 

My own view is that this could be an important criterion for 
judging different plans. 

The second comment I have is that it strikes me there is a 
sharp difference between the way the student perceives the 
advantages or disadvantages of a plan when he takes the loan, and 
how he may perceive the same characteristics even three or four 
years later. And that what we may nead is some option for him 
to switch to a plan which is financially equivalent but has a 
different set of parameters Initially, it was geared to his 
attitude and perception, which later he may turn out to change. 
But he at least then has the option to change. 

(Mr. Storrs) The second point 1 am not so sure is easy to 
do. We can create a set of plans, as follows (Exhibit 4): 



BREAKEVEN COMBINATIONS 





REPAYMENT 

RATE 


BUYOUT 

AMOUNT 


EXPECTED AND 
(MAXIMUM) TERM 


IMPLICATIONS 


1 . 


. 4 % 


150% 


25 


(35) 


Redistributive , 
Long Term 


2 . 


. 66% 


150% 


15 


(20) 


Redistributive , 
Shorter Term 


3 . 


.8% 


110% 


25 


(35) 


Less 

Redistributive , 
Long Term 


4 . 


1.2% 


110% 


15 


(20) 


Less 



Redistributive, 
Shorter Term 



Those are all identical plans; each one of them breaks even. 

But I am not sure if we want to let people who are in, say, 

Plan 1, which is the current rlan, now that they start to make 
$100,000 a year, I am not sure if we want to let them move to 
Plan 4, where instead of paying a 50 percent premium to buy-out, 
they only pay a 10 percent premium. This would upset the basic 
assumptions on participation and subs idies , and the plan would no 
longer be viable. 
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Even at the outset, there might be a problem about offering 
an option on choosing two plans. W*. could have adverse selection 
with people moving from one to the other. Now, if each plan ended 
up with a 3imilar distribution of incomes, we would not care. 

(Voice) I think the trick is to design it so that they are 
strictly financially equivalent. But I still think people's 
perceptions do change over time and we may limit their use of it, 
or people may not really need it initially who otherwise would, 
if they knew that they had a chance to at least rearrange the 
terms so that they did not have to make an irrevocable commitment. 
That may bother a lot of people. 

(Mr. Storrs) 1 would say Bruce has done a lot more on this 
concept of moving from one plan to another plan than Yale has. 

We have really taken the step of creating a plan and getting it 
going. I think Bruce has done a lot more analytical work on 
how you can have transfers from group to group. 

vMr. Johnstone) Well, I will comment very briefly. The 
fundamental problem, of course, is that you have created the 
terms that you have stated on the basis of the expected future 
income profiles of your borrowers. You cannot let high earners 
out unilaterally, because you have already, statistically, counted 
on a certain amount of premium from them. Any plan which 
allowed high earners to shift into a plan where their total 
contribution to the fund was less than you had counted on, will 
create losses . 

As Dave said, if you had equally redistributive plans, in 
which all you wanted to get from any given income profile is 
10 percent more in present value than the cost of his loan, 
that ir fine; you can allow that. 

(Mr. Storrs) You might let someone move from Plan x to 
Plan 2, for instance. Either way, we will get back 50 percent 
more than his loan cost. 

(Mr. Johnstone) That is absolutely correct. The only 
instance in which we could clearly anticipate adverse selection 
by virtue of switching from one plan to another is if one of the 
plans were significantly less redistributive than the other. 

If low income borrowers have the same probability of receiving 
subsidy, and if high earning borrowers have the same probability 
of contributing to a subsidy in two or three different plans, 
switching from one to the other is o.k. Where the degree of 
subsidization differs among plans, then the switch raises possi- 
bilities of financial difficulties due to high earners switching 
into the low subsidy plan. 
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I should also add, however, that an institutional lender 
can create such exceedingly conservative terms that the chance 
for actual financial loss becomes almost miniscule. The Yale Plan 
is certainly a good case in point. Actually, it is, as I am sure 
you have been told, about a twenty-five year loan plan. To 
this has been added ten years simply as a financial cushion for 
Yale. At the same time, the cohort termination feature has been 
added for downward flexibility in the repayment period such that 
the borrowers rather than Yale, will be benefited by a repayment 
performance better than the "worst imaginable.” In other words, 
with enough fat built into the plan, it is possible that a plan 
could take a certain amount of adverse selection with no real 
risk to the institution. 

(Voice) In your attitude survey, did you find that any 
students criticized the fact that it is an average wage earner 
in the Yale TPO Plan that gets hit the heaviest because of the 
high wage earner buying-out early and the low wage earner going 
the term? The private colleges are coming under increasing 
criticism for the fact that since you have an increasing tuition, 
your student body is becoming polarized between those who can 
afford to pay and those who get -- I shouldn't say a free ride, 
but those whc get plenty of assistance so that tne middle man 
is being shoved out of the private scene, at least the private 
college scene. 

(Mr. Storrs) Well, that isn't quite accurate about TPO. As 
income increases, cost increases under the Yale Plan. The person 
who gats hit the hardest is the person who buys out. Now, that 
means an above-average income. The person who has an average 
income, if Yale's interest rate stays at 7 percent, will pay back 
a 7 percent loan. The person who buys out, let * s say, in the 
twenty-fifth year, who has paid back about a 9 percent loan, he 
will have paid a higher price, a higher interest rate. 

(Voice) What about the guy who pays back in, say, the 
fifteenth year? 

(Mr. Storrs) He will have paid a still higher price, in 
terms of the interest rate he pays, maybe 11 or 12 percent. So 
in that sense, the person who gets hit the hardest is the person 
with the highest income. We felt it was fair to do it this way. 

We agree that it should not be the person who is just at the 
average who gets hit the hardest, and that is the reason we do 
not do it that way. The exit interest rate method of buying out 
does do it that way. 

(Voice) You showed a graph today or yesterday in which you 
had a curve. It looked like a normal distribution curve. 

(Chairman Buesking) The 12 percent. 

(Mr. Storrs) Yes, this one. 

(Exhibit 5) 
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What we are showing here is the price, in terms of present value, 
that you pay with different income levels. These are the start- 
ing income levels assumed to be growing at 7 percent a year, 
and this is the price that you pay, or the percentage of a 
$1,000 loan that you pay back. Now, let's say that some starting 
income level, , you pay back 100 percent of your loan. This 
would be your middle income person. Now, under the Yale Plan, 
if your starting income were I 2 , you would put in 25 percent more. 
If your initial income were even higher, at I 3 , now you would 
be putting in 50 percent more. The Yale Plan says that you 
never pay over a 50 percent premium; so if your income keeps 
going up, you will still only put in 50 percent more. With 
this buy-out system, the premium you pay increases with income 
and then it stays constant. Since it is paid faster, though, 
the effective interest rate continues to rise with income. 



Under the interest rate system, the pr 
with income and the fellow who just bought 
where in this area (I 4 ). Then the cost, as 
would decrease. So that the fellow who was 
very high income, bought out quickly, would 
say, 10 or 15 percent more than his loan co 
interest rate as those with lower incomes. 



emium would increase 
out, might be some- 
your income rose, 
very rich, making a 
put in only, let's 
st, paying the same 



(Chairman Buesking) 
got, is that correct? 



That is a 12 percent line you have 



(Mr. Storrs) In this case, it was a 12 percent 
Now, you can create a whole set of curves, one for ea 
rate you will have them buy-out at. We just did not 
that was an appropriate way to try to define the buy- 
because it does have the cost decreasing as income in 
Here is the actual one I used yesterday. 



line . 

ch interest 
feel that 
out rule, 
creases. 



(Exhibit 6 ) 

Here is the Yale rule and here is a 12 percent interest rate. 
Here would be, say, an 8 percent interest rate. This is the 
Duke rule. If you ever want to get out, you just bring yourself 
up to paying the 8 percent. 

Now, the problem with that is that this person who just 
buys out at 8 percent ends up putting in about a 12 percent 
subsidy, 12 percent more than his loan cost Duke. This person 
with a much higher income puts in only about a 4 percent 
subsidy. 

(Voice) And that is why it is regressive? 

(Mr. Storrs) Yes. It is regressive because it falls 
least heavily on high income participants. 
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(Chairman Buesking) I think that was the driving force that 
led us to the 50 percent rule rather than the interest rate rule. 

To get an adequate amount of subsidy, we probably had to be in the 
10 to 12 percent range, and that proves to be highly regressive. 

(Mr. Johnstone) May I add just one point to that, Dave, I 
think it is important to note that there are two issues involved. 

The first is simply the degree of redistribution which one wishes 
to build into the loan plan. As I think you have been shown, high 
repayment rates and long maximum terms greatly lessen the 
probability that the student will be unable to repay his loan at 
cost. On the other hand, low repayment rates and/or short maximum 
terms increase the chances of a student’s having ultimately to be 
forgiven some portion of his loan balance. The amount of subsi- 
dization -- that is, the degree of redistribution from high to 
low earning borrowers -- is probably the more important question 
in planning an income contingent loan plan. 

The second issue, then, is the technique by which one plans 
to generate surpluses from high earners to compensate for the losses 
on the low earners. As Dave has shown you with these graphs, one 
generates these surpluses according to some upper limit on liabil- 
ity, either through a premium exit interest rate, a multiple of 
principal at the market rate of interest, or perhaps through other 
devices, all designed to insure that some portion of high earning 
borrowers do repay some surplus before their obligations are termin- 
ated. One could use Yale’s multiple of principal technique with 
a loan plan that featured very little redistribution of income. 

In other words, a low subsidy plan might require only 110% of prin- 
cipal at the market rate of interest as the exit or "buy-out” 
provision. The difference between the multiple of principal and 
and exit interest rate, as Dave has shown in these graphs, is 
simply in how the lender wishes to distribute the burden, as it 
were, of contributing these surpluses. The regressivity of the 
exit interest rate is simply due to the fact that middle income 
borrowers actually contribute more surpluses than the highest 
earning borrowers. In contrast, with a multiple of principal, 
all borrowers who actually reach the upper limit on liability 
make the same relative contribution. I might add that an extern- 
ally subsidized plan -- that is, one which generates no more than 
the cost of the loan from every borrower -- could exit borrowers 
with an exit interest rate and not have the regressive feature 
you have been shown in this chart. It is because an internally 
subsidized, or mutualized, plan requires premiums from higher 
earners, that the exit interest rate, which collects premiums 
longer for middle earning borrowers, has its regressive features. 

Finally, a loan plan could use an annual upper limit, much as 
I suggested in my earlier remarks and achieve the same distri- 
bution of subsidy burden over high earners as Dave has shown us 
with the multiple of principal technique. 
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I know it's all rather complicated, but my point is simply 
this: Issue No. 1 is whether the subsidies to low earners are to 

be recovered from high earning borrowers or from some external 
source. Issue No. 2 is how much subsidization one wants to build 
into the terms of the loan plan. And Issue No. 3 is the device by 
which one chooses to limit the liability of high earning borrowers 
in an internally subsidized plan. I think only in this fashion 
can one create an income contingent loan plan suitable in a parti- 
cular situation. While you might very well wind up with something 
looking a great deal like Yale's Tuition Postponement Option, I 
think it is clear that one does not have to begin with the precise 
terms which Yale has adopted. 

(Mr. Storrs) This is the same graph again. 

(Exhibit 7) 

Obviously, we have got this block, the low income people, who are 
paying back between 40 and 100 percent of what their loan cost 
Yale. This is the block that we have got to find somewhere, whether 
we find it out of financial aid funds, whether we find it from 
high income earners. It has got to be found somewhere, or else 
the Plan goes bankrupt. But you can just as well change the pro- 
portions around, and instead of having a person who makes nothing 
put in only 40 percent, a person who makes a lot put in 150 percent, 
you can just as well have the person who makes nothing put in 
75 percent and the person who makes a lot put in 110 percent, 
making the Plan much less redistributive. There is no magic to the 
figures. The only problem that you have is to make sure that 
block equates that block. If that occurs, you have got a break- 
even plan. However you set the subsidy that comes from the high 
earners, whether it is on an exit interest rate or a multiple of 
principal, some percentage amount, dollar amount, it doesn't matter. 
It has to pay for these people who pay back less than their cost. 



(Voice) That change would make it more regressive. To make 
it progressive what you would want to do is lower your four-tenths 
and increase your 150 payoff, pay 200 or something like that. 
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(Chairman Buesking) May I have your attention, please? We will get 
started on our afternoon session. 

Ellen Estes is our Moderator for the panel. She joined us quite 
recently after having practiced law with a firm in New York as a Yale Law 
School graduate. On her right and my left are Mr. Reuben Clark and Mr. 
Marshall Hornblower, both of Wilmer, Cutler and Pickering. They did sub- 
stantial legal work for us in Washington. On Ellen's left are Mr. Arthur 
Leff from the Law School, who did some research here on the subject, and 
Mr. Cheever Tyler, who is from our local legal counsel, the firm of Wiggin 
& Dana in New Haven. 

As you remember, I said our legal research had been fairly extensive. 

We looked into the precedents of law: usury, tax treatment, Truth-in- 

Lending, and the Uniform Consumer Credit Code as it was being proposed 
in the State Legislature here in Connecticut. So without further ado, Ellen. 

(Mrs. Estes) Welcome to the final session of the TPO Seminar. I 
hope you have saved all of your insightful legal questions until now so 
that our experts can answer them. 

We have broken down the areas of expertise somewhat so that we can 
give you short introductory speeches and then open the floor to questions. 

Mr. Clark will be speaking about the tax considerations; Mr. Hornblower 
will touch upon the Truth-in-Lending problems; Mr. Tyler will handle the 
Connecticut problems; and Professor Leff will give us his insights into the 
various other legal problems encountered in setting up a plan of this nature. 





Mr. Clark, would you like to speak first? 

(Mr. Clark) I am not sure that in covering the tax aspects of this 
plan I really have the most important subject. Frequently, tax lawyers 
are accustomed to seeing tax considerations change transactions into ways 
that are scarcely recognizable. Here, I think it is fair to say, the tax 
problems were, although novel, fairly straightforward. They did not require 
that the plan be structured out of the ordinary, except in one particular 
way which I will mention. 

In so far as the income tax aspects of this plan are concerned, prob- 
lems arise from the point of view of the University and from the point of 
view of the student. A principal problem that might arise out of one of 
these deferred tuition plans from the perspective of the University, is 
whether or not it might by this activity have unrelated taxable business 
income. We looked at this question; we discussed it with the Internal 
Revenue Service; and we found that this really was not a problem and that 
this kind of activity, this loaning activity, the business of making loans, 
if you will, was not so dissimilar from a normal student loan program. 

We might note that, if a subsidiary organization were created by a 
University for the purpose of entering into deferred tuition contracts, 
it is possible that questions might arise with respect to its exempt status, 
if the business of loaning money were found to be its principal purpose or 
a principal purpose. However, in the case of a university such as Yale, 
there seems to be no activity here that would in any way seriously jeopard- 
ize its tax status or give rise to unwanted tax consequences. As a result, 
after some conversation with the Service, we did not, in fact, ask for a 
ruling on this point. 

However, looking at the plan from the point of view of the student, 
a number of tax problems arose. Thus, Yale requested a ruling from the 
Internal Revenue Service covering a number of points involving the tax 
treatment of student participation in the plan. A ruling request was 
submitted to the Internal Revenue Service; a ruling was issued to Yale and 
we are advised that this ruling will be published in the Internal Revenue 
Bulletin within, we think, the next four to six weeks. 

The principal tax question from the students’ point of view is 
whether or not, and to what extent, the cost of entering into the plan 
for the student is deductible for Federal income tax purposes. We can 
add that you have, of course, the subsidiary question as to whether such 
payments are deductible for State tax purposes. 

There are two possible avenues for deducting the cost of the plan to 
the student. You can define such cost as being the excess payments made 
by him to the University, if any, over the amount that was borrowed. One 
road is the charitable contribution route; the other is the interest deduc- 
tion route under Section 162 of the Internal Revenue Code. We explored 
both of these opportunities and concluded that since the essence of the plan 
is that the student will be making payments to Yale in excess of the amount 
borrowed out of earnings, then regardless of whether or not you have a 
formula establishing the actual amount he is going to repay, these payments, 
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in fact, constitute amounts paid to Yale for the use of money. This, of 
course, is the very definition which the courts have given to interest as 
it is used for Federal income tax purposes. Therefore, the basic request 
for a ruling that we presented to the Internal Revenue Service on behalf 
of Yale was whether or not excess amounts over and above principal repaid 
by a student to Yale would constitute deductible interest. Happily, with 
one minor exception that I will mention, the Service ruled that this amount 
would constitute interest deductible for Federal income tax purposes. A 
major consequence, thus, is that the after-tax cost to a student partici- 
pating in the plan is very substantially reduced. 

In order to qualify these excess payments as interest for Federal 
income tax purposes, it is necessary that the payments be made with respect 
to an inconditional obligation on the part of the borrower, the student, 
to make repayment to Yale. Accordingly, we found some tax difficulty in 
having the obligation of the student terminate on group termination, thus 
eliminating the unconditional obligation to pay in full. It seemed to us, 
and I think it seemed to the Service as well, that under existing law the 
interest deduction might be jeopardized if the obligation of the student 
to repay principal were other than completely unconditional. Accordingly, 
it was determined to require that the obligation to repay principal should 
survive group termination and, furthermore, to fund the obligation, in 
the event of death, by insurance. Therefore, a portion of the payments 
made by the student would be allocated to insurance premiums. 

In many instances, lending institutions in fact pay for insurance and 
give insurance benefits to a borrower and hide the amount in interest 
charges. But, in fact, this practice has never been formally approved by 
the courts or the IRS, and it was perfectly clear that, faced with this 
precise set of facts, the Service was unprepared to rule favorably unless 
a portion of the payments repaid by the student were allocated to an 
insurance premium and treated as a non-deductible item. 

As you have heard, the plan provides that the payments made by the 
student are first allocated for repayment of principal and then, after 
principal is repaid, a small amount is allocated for the repayment of 
insurance, A very small amount, but it is non-deductible. In terms of 
obtaining a favorable ruling from the Service, we thought it essential 
to identify that part of the payments which, in fact, constituted a non- 
deductible charge. 

After carving out principal and insurance premiums, the Service 
ruled the entire excess to be deductible for Federal income tax purposes. 
This obviously is of major importance to the higher income student who 
will repay principal fairly quickly and then, during his or her high 
earning years, will realize a deduction for interest. In this situation, 
the Service was prepared to recognize that the dealings between Yale and 
the students are arms-length for tax purposes. That is, in an arms-length 
transaction, principal and interest can be allocated by the parties to 
payments as they wish. The parties can agree to pay interest first and 
then principal; they can agree to pay principal first and then interest, 
or apportion as they wish. As long as the allocation is made in good faith, 
that allocation will be recognized for tax purposes. Here, as I say, for 



Federal Income tax purposes, students repay principal first, a small amount 
of Insurance, and finally, the excess as Interest. 

The effect of a Service ruling Is, generally, as follows: A taxpayer 

can rely upon a private ruling which Is Issued to himself; the Service also 
has a rule that, where you have a group who are implicitly covered by a 
private ruling — such as, for example, the shareholders of a corporation 
In liquidation or, as here, students who are repaying upon a ruling given 
to their university — its policy Is that if a student relied upon this 
ruling given to the university and he is covered by the plan, the Service 
will not revoke this ruling retroactively. The effect of this may be some- 
what more illusive than real, because the Service always is prepared to say 
that it has the authority to revoke a ruling prospectively. And what con- 
stitutes a prospective revocation where th' student is four or five years 
along in a payment plan is something I am not quite sure about. In auy 
event, we can, I think, reply upon the Service's good faith and consider 
that students as a practical matter can rely on this ruling. 

The fact of publication will have some significance for other insti- 
tutions and other students. The current policy in the Service is that, in 
the case of a ruling published in the Internal Revenue Bulletin, all tax- 
payers who rely on the ruling and are covered by the same essential set 
of facts can rely upon this ruling as setting forth the Service's interpre- 
tation of the law. 

So we do believe that, at least for Federal income tax purposes — and 
presumably, the definition of interest in most states does not differ from 
the Federal definition — the income tax consequences of the plan, at least 
as now structured, are reasonably well pinned down. 

(Mrs. Estes) Thank you. Mr. Hornblower. 

(Mr. Hornblower) In thinking back over the whole period of drafting 
the plan and drafting the documents, I keep coming back to a thing I found 
in the Yale Daily News. Maybe this has already been mentioned in this 
company. The student writer covering the Plan wrote this paragraph: 

"The Tuition Postponement Plan occasionally will stumble on a clear 
point, but it always manages to pick itself up again and go along as if 
nothing had happened." 

The difficulties of drafting the plan were accompanied by the difficul- 
ties of complying with the Truth-in-Lending Act. They were more or less the 
same. They boil down to fitting the plan into these tax constraints and 
restraints, plus the whole group concept, plus the many variables and the pay- 
back. 



The Truth-in-Lending Act involved three different agencies: the 

Federal Reserve Board, which enacts the Federal regulations; the Federal 
Trade Commission, which has jurisdiction over the advertising compliance with 
the regulation; and, I think, the Banking Commissioner of Connecticut, who 
administers the state law. The federal law says that when the state law 
adequately copes with the problem, there is a reverie preemption here, and 
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they will recognize that, and the federals will abstain. However, for 
reasons which Mr. Tyler can explain, Connecticut could not cope with this 
or did not want to cope with it, and it was left for us to try to work it 
out in Washington. 

Between the two agencies in Washington, with the Federal Trade Commis- 
sion primarily, we worked it out. There are two basic documents we cleared 
-- I believe you probably have seen copies of both -- the Question and 
Answer brochure which we felt (and the government did too) , came within the 
advertising scope of the feaeral law. That required careful preparation, 
in cooperation with Mr. Tyler and with Mr. Buesking’s staff, of a common- 
language explanation of the plan, very much boiled down, and then, of 
course, the very key attachments to it — the hypothetical cases of payback, 
hypothetical assumptions as to the interest rate* the inflationary factor, 
the payback effect on the income group being considered in each example, 
and the expectation or assumption as to when, if ever, in the thirty-five 
years, group termination occurred. 

We were able early in the game to persuade the Federal Trade Commis- 
sion officials that two hypothetical examples of this nature would satisfy 
the requirements and be meaningful to the students and to their sponsors. 

A good deal of the effort went into getting the right figures and getting 
them correctly explained. 

The disclosure statement under the law requires a statement of the 
finance charge divided between interest and insurance, in this case, and 
the annual percentage rate. 

Now, in the disclosure statement we could be fairly definite about 
the finance charge and the percentage rate ou the assumption that the student 
exercised his option to pay off before graduation. He would pay, as you 
remember, the amount he deferred, with compound interest. And the only 
assumption we had to make was that the 7 percent interest rate would prevail 
throughout the short term of that loan; that is, up to a pregraduation 
settlement in the student’s last year at Yale. 

However* in part 3 of the disclosure statement, we had to try to 
explain the finance charge and the percentage rate over the lifetime of a 
man’s payback. Then we had to again summarize the plan, this time in a 
more technical way, with citations to sections of the printed plan, and then 
use the same tables of examples. But here, because each disclosure statement 
had to be aimed at the individual, we had to crank into that form a table 
showing what might happen with regard to an individual young freshman defer- 
ring $800, let’s say, and beginning his repayment at a certain time. We 
had to estimate how the variables might affect the individual student within 
the overall hypothetical figures. 

As 1 say, each student has to sign that disclosure statement. His 
sponsor does not, but I believe we were expected to get it into the hands 
of the sponsor. I have no direct experience with how these Question and 
Answer pamphlets and disclosure statements have been received by the indi- 
viduals, whether they have performed the function that the federal law was 
designed to require — whether they have made it clear to the student and 
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the sponsor just what he is getting involved in, clearer than the actual 
plan itself. 

Getting back to how these were cleared, once they had been cleared 
in Washington by the Federal Trade Commission representatives, Connecticut 
clearance was almost automatic. They did review it, but I think they 
followed the FTC ruling. Unlike some features of this plan and this program, 
we do not see that there will be much change. So far as we know, the 
Federal law is not going to be changed in a way that would significantly 
affect these two documents, the disclosure statement and the Question and 
Answer form. Although if Yale decides that some other format for advertis- 
ing would be appropriate, or even for the disclosure statement, we will 
have to go back to the Federal Trade Commission and clear it again. 

(Mrs. Estes) Thank you. Mr. Tyler. 

(Mr. Tyler) Thank you. I have a list of questions, and I think 
there may be more, but there are at least twelve questions involving issues 
of state law which I think anybody who is putting a plan of this nature into 
effect in a state other than Connecticut ought to consider. 

The most salient of these questions is the usury question. 1 think 
the application of local usury laws may prevent plans of this kind going 
into effect in some jurisdictions. I do not purport to tell you which they 
are. In Connecticut, we have a usury limit of 12 percent, and this limit 
gave us a good deal of trouble. The way around it is the so-called Contin- 
gent Interest Doctrine which holds in essence that a promise to give a 
creditor a profit greater than the highest permissible rate of interest, 
upon the occurrence of a condition, is not usurious if the repayment promised 
on failure of the condition to occur is materially less than the amount of 
the loan or debt with the highest permissible interest — unless the device 
is used as a sham to collect illegal interest. 

For instance, Yale in the average case is taking a chance that it 
will receive something less than the full amount that it might get if all 
students were to have a fairly healthy earning projection. It was our 
view that the chance that Yale would get something greater than 12 percent 
was so small that the Contingent Interest Doctrine would apply and protect 
Yale, even in those circumstances where it might actually receive something 
in excess of 12 percent . 

The next question which concerned us was the Truth-in-Lending question. 
Here, from a strictly legal standpoint, you have a variety of things to 
choose from. The Tuition Postponement Plan can fit into at least three 
categories. One, it could be an open-end credit transaction; two, it could 
be a non-open-end credit transaction; and third, it could be a sale of 
service transaction. Each of these three possibilities poses different 
requirements in terms of disclosure. 

The choice we made is to treat it as a non-open-end credit transaction. 
Our State Banking Commission, as well as the federal authorities, seemed to 
have agreed, so I think at least for the time being, all of you can rely on 
that conclusion. However, many states have adopted Truth-in-Lending Statutes 



an i before you put a plan of this kind into effect, I would certainly 
suggest that you clear your disclosure statements, even if they are similar 
to tha ones we have, with your local state authorities. 

The next question was whether or not in putting a plan like this 
together, the University would be performing n banking function under the 
State Banking Law so that we would have to be regulated by the State Banking 
Commissioner. We determined that we were not. Again, this is a question of 
local law and I would suggest that you look into it. 

Next we have the question of whether or not Yale University had the 
powf as an institution to make these loans, and clearly, it did. 

We had questions of bankruptcy; what would happen in the event that a 
student declared bankruptcy? And Art Leff, I suppose, will talk about this. 
But there have- been some instances where Yale students have declared bank- 
ruptcy to avoid repayment of tuition loans. What effect would that have 
upon the repayment obligation? 

You have the question of minority. Not all of the students will be 
adults at the time they sign the contract. If the student is under a legal 
disability because he is a minor, then you have to consider the question of 
ratification and of getting him a sponsor or guarantor. 

That leads into the question of jurisdiction. How do you get your 
hands on the guarantor who is living in Arkansas and doesn't want anything 
to do with Connecticut, and who isn't going to pay his son's loan from 
Yale? What we did to solve that problem was to have everybody appoint a 
statutory agent to receive service of process in Connecticut . I gather 
that other plans have solved this problem in a similar way. 

Another question is whether or not if you did bring an action against 
either a borrower (student participant) or his sponsor, would Connecticut 
law apply? I think we answered the question fairly well, that yes, Connecti- 
cut law would apply, although it was a more difficult issue as far as the 
sponsor was concerned. 

We have also the question of the form of the contract. How do you 
put the contract together? That is a reasonably simple question, but 1 
think it ought to be considered. 

The most significant legislation affecting TPO potentially was the 
UCCC, the Uniform Consumer Credit Code.. This law has been passed in some 
jurisdictions, and if it is the law in your state, I suggest that you look 
at it carefully in relation to your plan or proposed plan. 

Here again, as was true under the Truth-in-Lending law, you have the 
question of choice as to whether or not this is a sale transaction. In 
other words, whether the University is selling services on credit, or whether 
it is making a consumer loan. The UCCC has restrictions against prepayment 
penalties for prepayment of a consumer loan transaction. In other words, 
the Yale plan, as you know, does have a 150 percent "bail-out" provision. 

If you want to pay off early, you have got to pay 150 percent of principal 
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plus interest, and that, we thought, could be construed as a prepayment 
penalty which would violate the provisions of the Uniform Consumer Credit 
Code. 



Also, can an out-of-state consumer consent under the UCCC to the 
jurisdiction of the state in which the transaction was made? This is unclear 
under the UCCC. 

Furthermore, if you change the interest rate, in our case the contract 
interest rate, in mid-stream, you have got to give the borrower notice and 
you have got to give him notice within a certain prescribed time. There 
are limits on default charges and you also have, in the typical Uniform 
Consumer Credit Code Statute, the question of the regulation or those loans 
which might run in excess (in Connecticut) of a 10 percent interest rate. 
Under the UCCC as it was drafted here, if you made a loan whereby the 
borrower could repay at a rate of more than 10 percent interest, the borrower 
had a right to repay the obligation in thirty-seven or more installments. 

Also, the UCCC would have repealed the Connecticut Truth-in-Lending 

law. 



Finally, the UCCC has insurance provisions to the effect that if you 
provide insurance to a borrower under a loan transaction or sales trans- 
action covered by the UCCC, the borrower had a right to provide his own 
insurance, which 1 think would have run afoul of our plan. 

I raise these questions simply to point out to you how the UCCC, in 
those jurisdictions where it is or may be passed, might be a substantial 
impediment to the implementation of one of these plans. Fortunately, the 
bill did '.lot pass our Legislature. 

. / 

The last thing 1 can mention to you is the question of insurance laws 
in yodr state. In Connecticut, if you provide credit insurance or life 
insurance, under certain circumstances, the borrower is entitled to (A) pro- 
vide his own insurance, or (B) he is entitled to certain certificates of 
insurance evidencing his participation in a group contract. We avoided 
that by application to the Insurance Commissioner on technical grounds and 
were successful, so that we now can have an insurance program independent 
from those we have mentioned. 

(Mrs. Estes) Professor Leff. 

(Professor Leff) I am going to talk for a very short period of time, 
because if I talked proportionately as long as the work 1 had to do in the 
formulation of the plan was in comparison with the other people here, I would 
be finished right now. 

The thing that is interesting about the plan from my point of view, 
and I suppose from your point of view, too, is that while one talks about 
the complexity of it, it should be emphasized just how striking a kind of 
plan it is. If you picture what it is, it is a non-collateralized, partial- 
joint-liability, multi-party, nationwide, variable-interest-rate, small-loan 
business, to people with only potential wealth. And that also means, of 






course, people with no credit rating and no way of getting a credit 
rating. 

In addition, if I can stretch out that word "people", that means not 
just minors, as they frequently are when they enter into the plan, but 
students. All in all, it is not that risky (though it is, somewhat, be- 
cause it is non-collateralized and all that kind of thing). It just breaks 
open all the categories that lawyers and bankers and people like that are 
used to working with. I mean, if you go into your friendly neighborhood 
banker and say, "I would like to borrow some money to tide me over for the 
year", well, that is taken care of by the credit rating aspect. If you go 
and say, "My guarantor is my father who is in business", they say, "That 
is fine". 

Here, you have got partial guarantees supplying some of it and you 
have also got part of this group collateralizing or guaranteeing each other's 
performance. It is a very, very striking departure. It is like practicing 
law in the United States and then being presented by a European client with 
a proposal that you pay money to him against a "mortgage", an inhaber 
schuldbref . which makes perfect sense within their system, but nobody here 
understands how it works. It works for that other country and it fits into 
all of its other categories because there are other security devices that 
fill in the background. In the U.S. we have got set security devices with 
other gaps filled in by other security devices, second mortgages and things 
like that. 

What happens with the TPO plan is that what is essentially a small 
loan business has been transferred into a long-term payout. I mean we are 
talking about thirty-five years, which is basically a mortgage pay-out 
time. It is a very strange situation. What that does, of course, is to 
open up all of the categories that are mentioned here. Suddenly they are 
cascaded down on your head. How can we talk about a funny-looking animal 
like this one in terms of usury, disclosure statements, taxes, corporate 
povers, regulatory statutes in the state, bankruptcy, the UCC and the UCCC, 
conflict of laws, jurisdiction? Each one of those things has to be thought 
abouL separately, because this plan does not fall within the neat categories 
that have been set up for the normal kind of longer loans. One of the 
things that happens is that you find yourself in a situation where a statute 
has words that seem to apply to your situation, and you know, and the public 
most likely knows, and certainly the regulators know, that your plan is not 
at all what the legislators had in mind. 

For example, to meet the absolute requirements of Truth-in-Lending, 
if we were to characterize TPO as a plain old loan, would be impossible, 
because you would have to tell each participant what he would pay under a 
contingency that neither you nor he knows is going to happen. Therefore, 
what lawyers must do, and what the lawyers actually did here, was to go 
back to the administrators, and occasionally, lo and behold, they are 
perfectly reasonable. They say, "All right, since you can't comply with 
the strict, requirements of the law, come as close as you can. Set out some 
facts. Specify at least something like the range of your payments, and 
finance charge — use our magic words for us. Say that the finance charge 
is likely to be in between 8 and 937.8 percent. Say something and come as 
close as you can." 
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The main thing about the legal problems, and I suppose this is my 
only message, is that the only way this can be done successfully without 
really falling onto dangerous ground , is to have somebody devoted to think- 
ing horrible thoughts as to what dreadful possibility could possibly befall 
us under any of these contingencies. 

Someone has mentioned the bankruptcy problem. These students not 
only have no credit rating, but by and large have no wealth. They could 
easily claim bankruptcy. Now, that would be a swinish thing to do, but cf 
all the swines in the world, occasionally some of them do drop in at uni- 
versities. It is a risk like anything else. It is nationwide, and if you 
have to sue somebody to compel him to pay off his debt, and he is in some 
far-off place, like California, you may prefer to write off the debt than 
to bother with a suit for a smell amount, especially if the debtor has dis- 
appeared. There is nothing magical about this plan; a deadbeat will get 
you whether he is under a very fancy complicated plan or he just hits you. 
for $10 in the street. You are going to have to expect some write-offs.. 

The main thing, it seems to me, is to sit down and recognize that we 
are dealing with a really bizarre, at least at the beginning, financial 
transaction. Think of everything horrible you can, and then cure it, be- 
cause almost any one of the problems can be cured, if you think about them 
iu advance. If you wait fifteen years for somebody to say, "Aha, I found a 
’.ittle hole in this: this happens to be usurious. Why don't you forfeit 

all the interest and principal on all those loans for everybody for fifteen 
years," that is a disaster. 

One last thing. If you have a law school where you are, it is a good 
idea to have a law teacher think about the horribles, because most cf the 
horribles have to do with the interpretation of laws, and of students, 
and law professors are the only people who structurally are forced to have 
to do with both of them. 

(Mrs. Estes) Now that the legal problems have been outlined, you 
can ask some questions. I am prepared to give some answers concerning the 
spouse rule, :'f anybody is interested in that, not so much from the Women's 
Lib point of view, but rather, from the point of view of cash-flow back to 
the lending institution. What I mean to say is that a participant who is 
married can change his repayment obligation if he files a separate return, 
depending upon whether he is living in a Community Property state or in a. 
Common Law state. So if anybody is interested in that, we can go into it. 
But meanwhile, I would like to hear some of your questions. 

(Voice) I would like to ask Mr. Hornblower, since it is probable 
that there will be as many different plans as there are institutions that 
utilize deferred tuition in the future, is it necessary to go through the 
FTC with each different plan and have it approved by them? 

(Mr. Hornblower) The plan itself would not be subject to approval. 
The disclosure statements and advertising would be. I do not think in 
every case you would need to. If you model yourself on the precedents 
already created and think that your documents are similar enough, I would 
go ahead. But there are an awful lot of bad consequences to making slips 
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in any one of these areas. The safe course is certainly, if you have a 
state body that regulated Truth-in-Lending, definitely to clear it first 
with them. 

(Mr. Tyler) One thing that you ought to keep in mind is that the 
advertising aspects of any plan are within the jurisdiction of the Federal 
Government. In other words, there is no way that the state can preempt 
that by enacting any laws. That remains within the Federal jurisdiction. 
But I would like to underscore the point that Mr. Hornblower made, namely 
that the consequences of failure to comply can be horrendous since you may 
find yourself in something called a "class action", wherein a single plain- 
tiff could purport to represent himself and all others similarly situated. 
Also, there is a statutory penalty for failure to comply with the Truth-in- 
Lending law. If you do not take reasonable steps to comply, you may have 
to pay a penalty of twice the finance charge, within a minimum of $100 and 
a maximum of $1,000. 

(Mr. Hornblower) The danger in this kind of thing is not just in the 
Truth-in-Lending area. A case was just handed down in the District of 
Columbia a week ago: all of a sudden, the mortgage bankers who have been 

lending money in the District for fifty years, since 1913, at rates depend- 
ing on the money market, going over 6 percent, which is a legal rate for 
certain purposes — all of a sudden the court said that because the bankers 
did not get licenses, those loans were all illegal. And I believe at this 
point, certainly the interest is wiped out, and I think some of the prin- 
cipal is too. And it has created chaos. They have to go back to Congress 
and get a law to try and cure it and Congress is dragging its feet on the 
thing. 



(Mr. Storrs) If I could comment a little bit on the disclosure 
statement, we found that although we were not anticipating this to be a 
tremendously educational tool, I think this might have actually been serv- 
ing very well the intentions of the Congress. We took every student coming 
to Yale, every freshman who had no idea of what he was really getting into, 
although he might have read the brochure quickly, and this means every 
student who signed up, we took him through the entire disclosure statement 
to outline every contingency which he was liable for, to show him exactly 
what payments he would make, based on different incomes, to show him the 
range of interest rates. I think, as counselors or advisors in the office, 
it became very striking how useful this document was, as opposed to some 
others that are used to hide some of the facts by waltzing over them. That 
is just an observation from talking with the students. 

(Mrs. Estes) I think we felt very strongly, Dave, that our obligation 
was even to go beyond the disclosure statement. We were spending approxi- 
mately a half an hour, or twenty minutes to a half an hour, with each indi- 
vidual student. (Actually, sometimes we were seeing them in groups of four 
or five, because at the peak load, we were working from 8:30 in the morning 
to 8:00 at night, during that last week.) We were processing an awful lot 
of undergraduates at that point, and the undergraduates, at least from my 
limited exposure, are the ones who seemed to be very unsophisticated. Some 
of them did not know what a tax return looks like, so that the term "adjusted 
gross income", for instance, had absolutely no meaning. Some couldn't see 



why they should have to pay any Interest for the use of money. So, not only 
were we giving them the information from the disclosure statement and 
basically outlining the contract, but also, we were having to give a little 
lesson on what life is all about. 

(Voice) 1 have a question for Mr. Tyler. Does the use of a plan such 
as Yale's, which involves a cohort, permit you to view the composite return 
of interest in relation to the laws, or must you still get the rate of 
return from the individuals? All the graduates of '72, for example, start 
repaying. How do you define cohort? In other words, can you look to that 
group and say, "Our composite return of interest is less than 12 percent", 
or whatever the interest rate is? 

(Mr. Tyler) I am not sure that you can. If we ever get in trouble, 
we are certainly going to try. Typically, the usury law is applied to a 
one-to-one relationship, so that it is one lender and one borrower. One 
of the things that we came up with, which I think is useful to you in talk- 
ing about usury, is that there is an obligation not only to the lender, 
but also to the group, and that you have a two-way relationship here. In 
other words, a lot of payments that the participant is making could be 
characterized as payments to the group because of his obligation to the 
group to discharge the entire group obligation. That goes along and fits 
into what you are saying, but I think that a strict reading of the average 
usury statute would not allow you to say, "All right, what we are getting 
back is an overall rate of interest from the group," because it is typically 
a one-to-one situation. However, your question is relevant, I think, to 
the application of the contingent interest doctrine. 

(Chairman Buesking) Can't you say that the intent of the Yale plan 
is to be non-usurious , that is, 12 percent or below on the overall group 
composite rate? There is that limit on the plan which demonstrates intent, 
which is also part of the usurious consideration. 

(Mr. Tyler) The plan provides that the overall return to Yale cannot 
exceed 12 percent. So that if there is an element of intent in the usury 
law, and there is, and in the application of the contingent interest 
doctrine, this limitation is a significant one. 

(Mr. Hornblower) May I make a footnote on interest? Keep in mind 
that even if you stay under the percentage interest rate specified in your 
usury law, you might still in some states fall afoul of a public policy 
prohibition against compounding interest in a loan like this. So you have 
got to check that out both in your statutes and in your old case law. 

(Mr. Tyler) This was an interesting feature of our Plan. Originally, 
we were entitled to compound interest semi-annually. The question was 
raised as to whether or not that would have an effect on our usury law. 

This question has been dealt with in Connecticut and in old cases: com- 

pounding interest before interest was due, violated public policy and would, 
therefore, be void. In other words, if you got to the end of a year and 
the debtor had not paid his loan, you can compound the interest and go to 
another lump sum, including past-due interest. But if you compound it during 
the year, there was substantial question as to whether or not that would 
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violate public policy. I think in response to our worries on this the 
Flan was changed to compound interest annually. 

(Chairman Buesking) We wanted to do it continuously. 

(Voice) Would there be anything to prevent a wealthy donor who has, 
let’s say, bought out his obligation to a group, from deciding that he would 
prefer to donate his money to the group because he has more in common with 
them than to the University, and thereby buy out some or part or all of 
the obligation of the rest of the group? 

(Chairman Buesking) I don’t know whether they thought of it. We 
have kicked that one around. The Alumni Fund worried about this, that 
some group might get together and buy themselves out. There is nothing 
that prevents any individual from buying somebody else out as a gesture 
of philanthropy. 

(Voice) It would help your cash flow, but probably hurt the Uni- 
versity. 

(Chairman Buesking) I don’t know. It would not hurt the plan; it 
might have an effect on alumni giving, either for capital purposes or for 
the annual gift. 

(Professor Leff) That has to be a very expensive gesture for some- 
body to make, because he loses his charitable deduction. A group of your 
fellow students at Yale University is not a qualified charity. 

(Voice) Couldn’t he give it to Yale University and restrict it to 
the use of TPO? That is part of Yale University. 

(Professor Leff) I don’t think so. That is a debt owing to Yale 
University, not an obligation of_ Yale University. 

(Mrs. Estes) These are individual obligations we were talking about. 

(Voice) But it is also a group concept. I don’t know anything 
legal — . 



(Mr. Clark) Actually, you are raising an area that has a number of 
tax traps in it. For example, if the plan had been so structured that an 
individual borrower could, in effect, not have repaid the principal amount 
borrowed, and if this were accomplished by the fact that wealthier members 
of the cohort had paid his principal amount for him, we would clearly have 
a serious question with the Internal Revenue Service whether the beneficiary 
of that payment was in receipt of taxable income. 

(Mrs. Estes) Are there any other questions? 



Perhaps you might like to hear, then, those of you who have students 
from one of the eight community property states, which are: Louisiana, 

Texas, New Mexico, Arizona, California, Nevada, Washington and Idaho, what 
might happen in the event that any of these participants went back home 
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and availed himself of Che local property law in terms of paying back his 
loan. 

First of all, just a bit of history. We all now just accept the 
Joint Income Tax Return as a way of life. In actual fact, it is a fairly 
recent development, having come into existence in 1948, pursuant to a great 
hue and cry from Chose states which did not have community property laws 
then in effect. 

I am going Co give a couple of generalizations, which are only gen- 
eralizations and which do not apply to every state, but just something that 
we can work with. Assume a community property state, let's say, California, 
has a rule which says that all income earned during the marriage by either 
spouse is deemed Co belong one-half to each spouse. We can work with those 
figures Co begin with. 

In such an event assume husband earns 80 and wife earns 20. If 
husband is Che participant under TPO, and he is in a community property 
state where he and his spouse file separate income tax returns, he is 
deemed to own half of the 80 and half of the 20, so that his TPO repayment 
base on his separate return would be 50. If he lived in a common law (non- 
community property) state he pays on 80 (his own earnings or one-half of 
the joint, whichever is greater) . This is where the higher earning spouse 
gets the discount by living in a community property state. 

In the event that under the same set of facts (husband earns 80; 
wife earns 20) the wife is the participant in TPO, what is her repayment 
base if she files a separate return in a community property state? Her 
separate TPO repayment base is 50; and in a common law state it would be 
20. If she and her husband file a joint return, her repayment base would 
be the higher of her own income or one-half of the joint, so she would be 
paying on 50 in either a community property or a common law state. That 
looks fairly simple, but you can see there are certain differences depend- 
ing upon where the spouses reside. 

Now let's complicate the matter a bit and say that instead of earning 
20, wife has income from separate property of 20. Now, assume the local 
property rule says that the earnings of both spouses during the marriage 
are considered to be one-half owned by each spouse, and also that separate 
property, (which is defined specifically as property brought into the 
marriage by either spouse, or propercy acquired during the marriage by 
either spouse by gift, devise or bequest) remains separate. What does 
that do to our repayment stream where husband earns 80 and wife has 20 
coming from separate property. If husband is the TPO participant and they 
file separate returns in a community property state, his separate return 
looks like this: he is paying on half of his earnings (40), and since 
separate property belongs to his wife, he has no interest in that. In a 
common law state, however, he would be paying on his own earnings (80). On 
a joint return, his repayment base would be exactly the same as it was 
before: 50 in a community property state, and 80 in a common law state. 

However, in the case of the wife being the participant under this 
set of facts, if they file separate returns, her repayment base is 60 in 
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a community property state, and 20 in a common law state. The joint 
return in a community property state would produce a repayment base of 
60, and in a common law state would produce a repayment base of 50. 

This is just to give you some idea as to how the local property law 
can affect the repayments that are made to the lending institution, 
simply by virtue of where the people happen to live. Can I answer 
questions? 

(Chairman Buesking) Those are pretty dramatic differences. Are 
there any more questions? 

(Voice) Supposing the participant had no income? 

(Mrs. Estes) If the participant had no income, but the spouse earned 
80, the community property rule is that the earning spouse's income belongs 
one-half to each spouse. So that if 80 was the total family income, the 
separate return of each spouse under those circumstances would show income 
of 40 in a community property state. One-half of the income on a joint 
return would also be 40, so that the particular participant's repayment 
base in a community property state would have to be 40 whether separate 
or joint returns are filed. Does that answer your question? 

(Voice) Well, I am not too sure about this common law business and 
so forth, but assume that one spouse has an obligation prior to marriage. 

Is it assumed by the other spouse? 

(Professor Leff) It is not necessary for a husband to pick up his 
wife's obligation. The point is that her obligation is going to be 
measured under the TPO rule by the joint return, if they file a joint 
return. The joint return is as much hers as his. That becomes his obliga- 
tion. 



(Voice) Supposing he says, "Nothing doing. I am not going to pay."? 

(Professor Leff) I think you are asking a further question: What 

if he says, "I am not going to pay it," and she says, "I am not going to 
pay it"? Then you sue her. You cannot sue him. And if she has nothing 
to seize, then, of course, you are out; she would beat you. But, she is 
likely to have a few little things of her own, and you are likely to recover 
something. 

(Chairman Buesking) One point I might offer concerning the usury 
problem. In looking at the probabilities of whether or not somebody would, 
in fact, pay a usurious rate as an individual above the 12 percent, we 
find two things: one is, if he buys out on or after year fourteen, the 

effective interest rate is under 12 percent. He has to have bought out 
either by advance payment, which is his own choice, or have had an extremely 
high income to have bought out before that time. It starts around — I am 
trying to recall my starting point — it was either 18 or 20 thousand dollars 
of income on day of graduation, growing to 180 thousand dollars in fourteen 
years on the 1040. The likelihood of that happening is very slim. So that 
in sampling the income profiles of Yale graduates, it seemed a very unlikely 
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prospect that you would have anybody who would actually fall into this 
usurious category, except those who voluntarily made the payment, which 
is a different kind of consideration, I believe. That is not a contractual 
obligation on his part or our part; that is a specific act of his own to 
buy out early. 

(Mr. Tyler) I think that is a fair statement. I have here a letter 
from Richard Ferguson, just to kind of back up our opinion. 

(Voice) I would like to pursue my gift question one step further, 
if I could. I could give, say, to Smith College, an endowment loan fund, 
the income of which would go out for extending loans to college freshmen. 
What would prevent me from endowing a fund which would help already gradu- 
ated people pay their TPO obligation to Yale College? 

(Professor Leff) It seems to me — look at it in the following terms. 
You have a $100,000 building on your campus. I will make you a gift of 
$50,000 for you to destroy that $100,000 building. You are not making a 
gift to the college; what you are doing is saying, "College, I am giving 
you money so you can destroy one of your assets." I would think that if 
I were the Internal Revenue Service, I would not treat that as a gift to 
Yale University, because Yale is not getting anything out of it. It is a 
gift to the people who would otherwise have to pay this money. I think in 
a situation like that, you would not get a charitable deduction. I think 
there is a possibility that, except for the $3,000 annual exclusion, there 
would be a gift tax. 

(Mr. Tyler) Further, as Mr. Clark said a moment ago, it is also 
likely or possible that if you made such a gift, the individual partici- 
pant who had a contractual obligation to make payments to Yale would be 
in receipt of ordinary taxable income. So maybe you should do it some 
other way. 

(Mr. Clark) It would be a factual question, I suppose, whether such 
a voluntary act would give rise to ordinary income for the recipient, or 
whether there would be a taxable gift between the donor and the individual 
beneficiary. There is some law, by the way, on the question as to when a 
charitable donation is, in fact, non-deductible because a personal benefit 
arises out of the circumstances of the gift. The Service has been very 
active recently in taking some strong positions that look through to the 
substance of such transactions. This question has arisen in the parochial 
school area. It arises in the nursing home area, and several other areas 
as well, so that the possibility of having this kind of a transaction looked 
at and scrutinized very closely obviously exists. 

(Voice) What about a gift to the college or university for the 
Financial Aid Program which, in turn, is a gift or a waiver of an obliga- 
tion that should be paid? Is that a deductible gift? 

(Professor Leff) It is not. When you make a gift to the Financial 
Aid Program, you start out at the base line: if the school had one million 
dollars and the donor gives $200,000 more, the school will have assets of 
$1,200,000. However, if, on the other hand, the donor directs the school 



160 1 59 



to cancel some of its accounts receivable with that $200,000, the school's 
assets would total only $800,000, as follows: $800,000 cash in the bank; 

$200,000 of accounts receivable, which have been cancelled by the $200,000 
donation. Here the school is not benefited by the so-called gift. That is 
the difference. 

(Voice) Supposing he takes the position that it is a bad group and 
everybody in the group is dead? 

(Professor Leff) In order to have a gift, someone has to accept it. 

If the school thinks it is going to cause any harm or cause harm to the 
group and is not going to help the school, it will not accept it.. 

(Voice) 1 am not sure if 1 am asking the same question or not, but 
it may be that the thought reminds some people of the notion that money can 
be raised, rather than going to commercial sources, by obtaining endowments 
which serve as the initial source of funds to get programs like this under 
way. Do you feel that this is not possibly the basis of what you have said? 
In other words, someone cannot donate one million dollars which will be the 
capital to undertake this thing? 

(Professor Leff) If they just leave a million dollars and do not, as 
a requirement to their gift, make you cancel obligations owed by other 
people, then, of course, you can use it. That is no problem at all. They 
are giving you money to use for this plan. If a condition of their gift 
is that you cancel an equal amount of money that in effect you already have, 
then I do not see how you can say it is a contribution to the University. 
"Come out even", is what they are saying. 

(Voice) To change the subject, at a later date, could the contract 
be assigned as collateral for borrowing from a commercial bank? 

(Chairman Buesking) The answer to that is "Yes", I think. We have 
got the right in the contract to assign the contract, to use it as collateral 
or otherwise negotiate it. The only thing is that the people to whom you 
would assign it would have to carry out the terms that are incumbent upon 
them. 



(Professor Leff) There are two separate questions in there. I frankly 
have not looked into it, but I doubt whether the document here is negotiable 
as such in the normal sense of the term. However, the only way you can make 
something non-assignable is to make it specifically non-assignable. Anything 
that is assignable can be assigned for collateral. 

(Voice) How much difficulty is there in pledging portions of endowment 
funds as guarantees for a bank loan? That is, are you able to pledge the 
traditional endowment funds as a guarantee? 

(Chairman Buesking) I don't know about other answers here, but Yale's 
answer is that the only assets we think we can pledge for this purpose are 
those that are not restricted as to purpose, or whose purpose is for scholar- 
ship or student loan programs. We cannot pledge the funds and the assets 
associated with the funds for the Sterling Professorship of Economics that Jim 
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Tobin occupies, for instance. There is no way that we can pledge restricted 
endowment funds as collateral here. We are precluded from using them, 
so in my own mind, the only thing we can use for this is what we call uni- 
versity unrestricted expendable endowments or funds. This is one of the 
reasons for our constraints as to the amount of capital we think we can raise. 
There is only about 5 percent of our total endowment fund available that has 
this kind of flexibility behind it. 

(Voice) Is that somewhat typical of college endowments, that some 
quite small percentage — in other words, 5 or 10 percent are, in fact, 
legally pledgeable? 

(Chairman Buesking) No, I think our benefactors have been more re- 
strictive in their donations to Yale than other places. We find many places 
with sizable endowments where there are considerably less restrictions, both 
as to purpose and as to use of principal. 

(Mr. Tyler) I don't have an answer, but, Bill, let me ask a question 
in response to his. Even if you have reasonably unrestricted funds, don't 
you have the ancillary question as to whether or not you can expend princi- 
pal as opposed to interest? 

(Chairman Buesking) You do. 

(Mr. Tyler) In other words, if somebody gives you so many dollars to 
be used for Yale's general purposes, don't you have hidden in that gift, 
perhaps an implication that you must invest the principal fund and only use 
the interest? That is a peripheral legal question for which I have no answer. 
Somebody in your shop has answered it, I think, but 1 don't know what that 
answer is. 

(Chairman Buesking) There are two states that have answered legisla- 
tively. New Jersey has passed a law which has been reviewed by their Supreme 
Court Chief Justice and had a declaratory ruling, I think, that gets around 
this problem as to what is yield or income from endowment and what is not, 
and what you can and cannot use as principal. 

(Professor Leff) Until relatively recently, it was assumed in many 
jurisdictions that the university could not even spend its realized capital 
gains. Recently, say in the last ten years, there has been a loosening up 
in the legislation of jurisdictions so that at least some portion could be 
attributable to income and, therefore, spent currently by the university. 

(Mr. Storrs) I have a question on the tax aspects of forgiving part 
of the principal. We give grants to students today in the form of scholar- 
ships, and I don't believe they are considered income. Now, rather than 
using his parents' present income, why could we not use the student's future 
income as the criterion for scholarships? If his future income proved insuf- 
ficient to discharge his loan principal by the time of group termination, the 
unpaid balance would be considered a scholarship, and received in the form 
of loan forgiveness. 

(Mr. Clark) Well, I think the problem, at least as far as this ques- 
tion is concerned, comes back to the point previously made, that we are 
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falling within traditional tax concepts here. For example, it is clear 
that a scholarship made by a university to a student is not taxable income 
by virtue of specific statutory exceptions. It is also clear that a loan 
to any one, student or non-student, is not taxable income. However, if a 
loan is forgiven, the general rule is that it then results in taxable in- 
come, or constitutes a gift, as the case may be. If the forgiveness of the 
loan also falls into the concept of a scholarship, it may be exempt as a 
scholarship. 

I suppose that you can create a situation where the forgiveness of a 
loan is, in fact, a scholarship. But we have not found it necessary to 
get that far down the line. For various reasons, we had to create an un- 
conditional obligation to repay. This was most important for our purpose 
of getting the tax questions answered that we wanted answered. Given that 
situation, the Service ruled specifically that the student under these cir- 
cumstances is not in receipt of taxable income by virtue of Yale's deferring 
his tuition, because, like any other borrower, he has an unconditional 
obligation to repay the loan. 

(Voice) Several times you have made reference to the unconditional 
obligation to repay, and yet as I understand it, a low income earner may 
very well end up paying less than the principal. 

(Chairman Buesking) No, he cannot pay less than the principal amount. 
He has to pay the minimum, which is the principal. 

(Voice) Oh, people keep paying even if the group terminates in 
thirty years? 

(Chairman Buesking) If he has not repaid his deferred amount. 

(Voice) What is that little group before the line in Mr. Storrs' 
example? 

(Chairman Buesking) That is the group which pays less than the 
average interest rate. That is the difference between, say, 7 and 0 
interest rate. But the obligations of those who have not paid their thou- 
sand dollars back at group termination cannot be terminated. Those parti- 
cipants continue as individuals to pay $29 per year, per thousand for what- 
ever that is worth, 

(Voice) Do th universities profit, then? 

(Chairman Buesking) First of all, we expect very few people to be 
in this situation. We do not think there will be many, and we think the 
cost of administering those will far exceed the amount that might dribble 
in as a result of it, 

(Mrs. Estes) I would like to raise an issue which, though not strictly 
a legal one, is one that bothers me. That is the problem of permitting 
foreign students to take this plan. We have spent two days here deciding 
what it is that you are repaying, and what you are repaying is based upon a 
concept that is sort of unique to the United States tax law: you are paying 
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each year a percentage of your adjusted gross income, with certain variations. 
What happens, then, when you have a student who goes back to his own country 
which does not have a tax law, number one, and if it does have a tax law, 
has nothing comparable to our concept of adjusted gross income? He has not 
got much income in the first place; there are currency restrictions in his 
own country which will not permit him to send more than a few dollars each 
year out of the country. We have not solved this problem yet. In the 
event of default, Yale has the opportunity to sue in a Connecticut court and 
to recover a beautiful Connecticut Judgment, but if Yale is going to enforce 
it in a far-off land such as Algeria, you have a different problem than if 
you had to enforce it in a sister state, such as California. 

Now, we have three different plans, as you know: undergraduate, pro- 

fessional schools and the graduate school. At the moment, no foreign student 
in the Graduate School is eligible for TFO. But certain professional students 
and certain undergraduates are, even though they come from foreign countries. 
We have made certain administrative decisions as to which ones we will let 
in and which *nes we won't, but if you are thinking in terms of your own 
plan and you hive a substantial number of foreign students, you have got to 
keep these problems in mind. 

(Mr. Hornblower) I would be interested in knowing what the criteria 
are for letting foreign students take the plan. Is there a general set of 
criteria? 

(Mrs. Estes) Yes. We have formulated several rules. First of all, 
the student has to be either a permanent resident alien and have a U.S. 
sponsor (and the U.S. sponsor, by the way, takes on a very substantial 
responsibility when you are talking about sponsoring a foreign student as 
opposed to sponsoring a minor) — or if he is not a permanent alien, but has 
a visitor's visa, he must have a sponsor and in addition he must come from 
a country which in our opinion — and there you get into all kinds of 
variables — has some sort of a tax system that enables us to find out what 
his adjusted gross income would be; has some sort of a regulatory agency 
that we can go to and check and find out what his adjusted gross income in 
fact is; and which has no present currency restrictions against sending 
money from his country to the U.S. Obviously, the currency restriction 
problem is subject to change, and we are talking about a long period of 
time, so we have not guaranteed anything so far. As soon as you have got 
foreign students in the plan, it seems the other students have a greater risk. 

(Voice) The sponsor is a guarantor who could sign for him? 

(Mrs. Estes) In the event of default on the part of the participant, 
the sponsor then must pay the debt in full. So we are protected if we can 
sue and recover from the sponsor. But very few people are going to want 
to be sponsors in these cases, you see. 

(Mr. Tyler) Can I ask Mr. Clark a question? Speaking about the 
insurance question, there has been, as you know — I think it was Arthur 
Gardner's idea in your firm — question as to whether or not insurance is 
or is not necessary in a plan of this kind to satisfy the requirements of 
your unconditional obligation, on the theory that the question of deducti- 
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bility won't come up until the principal is paid up in full anyway, and 
therefore, why do you need insurance? I don't know whether or not you 
have given thought to that. I am sure you have. 

(Mr, Clark) Well, if a student borrower dies owing principal, his 
estate either does or does not have an unconditional obligation to repay 
the remainder of that principal. Normally, a borrower who borrows a certain 
sum and dies leaves an obligation to his estate. It is in this sense that 
the obligation is an unconditional obligation to repay, notwithstanding the 
contingency of death, 

If Yale undertakes to assume the insurance risk, then the question is 
who pays for it? Tf, in fact, Yale paid for it other than out of the group, 
there would be no need to allocate any portion of the repayments for insur- 
ance. However, Yale is not prepared to pay for it except out of the group. 
Since Yale wants to pay for it out of the group, there is, in fact, a 
group payment allocation factor for insurance benefits. It is obvious it 
is there, and it is obvious also that the Service will recognize the actual 
fact of insurance being there as an element in the total repayment to Yale. 

Now, as I pointed out earlier, the insurance element in credit trans- 
actions is frequently fudged, but here we were going for a ruling involving 
very novel issues. I can assure you that the Service had never seen a 
ruling application like this one before. It seemed to us that the wise 
thing to do, particularly since we needed a quick ruling this year on the 
main elements of the plan, was to deal squarely with the insurance element 
if, ir fact, the group was paying for insurance benefits. It is perfectly 
evident that the Service takes the position that, in credit transactions, 
if the borrower makes payments for insurance, or for brokerage fees, or 
for any other specified purposes, these are not deductible as interest, I 
would not want to say that possibly the insurance element in a plan such as 
this cannot in the future be handled in a different fashion, but at least 
for the purpose of getting a ruling that would establish the tax conse- 
quences of the main aspects of this plan last spring, it seemed to us wise, 
and I think it proved to be wise, to deal with the insurance element in 
this way. 

(Voice) Sir, would the same thing apply to premiums on long-term 
disability as well as life insurance? 

(Mr. Clark) Yes, I think so. If the payment of premiums is to the 
group, then there is a factual element there in the repayment schedule that 
should be identified and not left fuzzy. You see, we were seeking a ruling 
to the effect that everything over a certain amount was deductible interest. 
And it was necessary, in order to get that ruling, to assure the Service 
that, factually, all the excess was paid in for the use of money and was not 
paid in for some other economic purpose which benefitted the borrower. 

(Mr. Tyler) Is that to say that it is possible, then, that if a uni- 
versity sets up a plan of this type, it should opt to self-insure? That is, 
not to buy insurance, but simply to take the risk out of its own funds of 
economic loss due to death or disability or whatever happened? Could you 
say that insurance conceivably might not be necessary to achieve the fixed 
obligation result that you need? 



(Mr. Clack.) Yes, but it still seems to me that you have problems. 
Conceptually, we are dealing with the definition of interest as payment for 
the use of money where there is an unconditional obligation to repay. If 
Yale grants a conditional obligation to repay, you have the problem that 
there is not an underlying unconditional obligation running to an identifi- 
able amount of principal, the excess over which is interest. You would at 
least have a conceptual problem in having the excess treated as interest 
under the current terminology the courts use. 

Secondly, on group termination, if you did not require that the obliga- 
tion of participants survive group termination, you would clearly have the 
problem that student "A" with a higher income is paying principal on behalf 
of student "B". In that situation, you at least have again this fuzzy 
question — whether student "B" has realized taxable income, or whether there 
is a gift from student "A" to student "B". The problems that arose out of 
the application of these troublesome concepts applied to a new situation 
were solved by having an unconditional obligation on the part of each student, 
and identifying and allocating the insurance premium. 

(Voice) In the event of bankruptcy of a student, what would be the 
effect, let's say, on the other students? Would this effectively violate 
Truth-in-Lending, where everybody is now paying more principal than they 
originally anticipated? 

(Mr. Hornblower) I don't think it would violate Truth- J n- Lending. 

There are so many things that could happen that might increase an individ- 
ual's load or decrease it, that this particular one I don't think would 
foul it up. 

(Professor Leff) If you lend money to "A" and "B", who agree that 
they are going to pay it back together, the lender can collect the total 
amount from either "A" or "B", and they can fight it out between themselves. 
The understanding would be that if "A" paid all of it, he nas a right to re- 
cover half of it against "B". But if "B" dies, or if he defaults or goes 
into bankruptcy, the obligation of "A" is still as it was from the very 
begin ling. That does not change his 7 "' gh vis-a-vis the lender at all. It 
is just the same deal that he got into in the first place. 

(Mrs. Estes) Let us suppose that Yale has a claim in the bankruptcy 
court. How much we are going co recover in that court (a penny on a dollar 
perhaps) is something else again. However, the plan does specify what the 
participant's obligation will be in the event of bankruptcy; in other words, 
what he owes. So that a court looking at this claim could decide what the 
amount of the debt ia and, therefore, allow Yale to collect a portion of it. 

(Voice) What is the early termination amount? 

(Mr. Hornblower) 150 percent. 

(Voice) For Mr. Hornblower and the Truth-in-Lending; I have heard a 
number of concerns about the feasibility of developing an operational dis- 
closure statement for the wide variety of contingent repayment plans that can 
be brought into existence. Would there be perhaps a few key criteria that 



you could cite that would indicate that, yes, it is possible to have a 
Truth- in-Lending disclosure statement prepared where you do have this 
contingent implication? 

(Mr. Hornblower) Well, I would say examples based on the best statis 
tics you have of income profiles over a period of time, and assumptions 
that are most likely to occur; an inflation factor, probably greater next 
year than you use this year, perhaps, because of our experience; insurance 
rate assumptions — perhaps this year might be a little bit less because 
currently the premium rate is pj far down. I don't believe I have answered 
the question precisely. I don't think I could be precise on this one. 

(Voice) You could conceivably use normal income data even though 
you do not get a specific example from a particular school? Say this was 
the best expectation you had of what the person's earnings might be, that 
would not disqualify it, would it? 

(Mr. Hornblower) I would not think so, no. They don't have regional 
income statistics, do they? 

(Voice) I don't know. 

(Chairman Buesking) I dc not believe they do by professional classes 
I think they do in the trades. 

(Mr. Tyler) The National Bureau of Labor Statistics has some of that 
data, but I am not sure that it reaches the economic level of the graduate 
student. 

(Voice) I think with census data, you could get some distributional 
profiles and then perhaps also those starting salaries which are easier to 
get on an institution basis. 

(Chairman Buesking) Thank you very much, Ellen and panel. We appre- 
ciate your time. 

I want to thank you all for coming. I think, if anything, you have 
probably discovered that Yale's plan is not the only one by a long shot. 

I think, also, that my earlier observation that you cannot enter one of 
these lightly is correct. They take substantial effort and research to 
determine exactly where you are going to go and how you are going to go 
about it. 

I think you benefit substantially from what we have done thus far 
and we will be glad to work with you as best we can on any given area. The 
information that has been generated is virtually all in the public domain, 
except for our own particular income profile, which we treat with some 
proprietary pride. But other than that, I think the rest of it is totally 
available. 

Two or three points. People have asked me about things we have not 
covered and just did not have time for. The whole enforcement and collec- 
tion problem has not been dealt with while you were here. I think if you 
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will study the plan, you will find that all the sanctions and procedures 
are there for collection and enforcement. We will have to pursue those as 
we do in our conventional loan programs. 

Another thing that has not been dealt with is the whole problem of 
acquisition of the 1040. One the basis of calculations, we reserve to 
ourselves the right to ask the individual to provide us with a copy of his 
filed IRS return as a basis of validating his payments. We will probably 
do this on a sample or a sporadic basis rather than as a routine submission 
every time he submits his return. So we will have to judge those and, 
analyzing our returns from people, see whether or not we have a substantial 
enforcement problem and we are going to require 1040's or whether or not we 
think we are getting by and large reliable information just in the semi- 
annual payments and the annual submission. 

One final thing I would like to mention: we said we have invested 

about a quarter of a million dollars in our plan thus far. About $200,000 
of that has been raised from outside fund sources, primarily foundations, 
and we are expecting to continue to pursue that course as far as under- 
writing the startup and the research and the growing pains of this thing 
for the first four or five years. We felt it was unfair to burden the 
participants in the first five years with paying for the learning experience 
that we all would have. 

We also have a substantial proposal in to the office of HEW which 
they are considering at the present time. If they do finance some or all 
of this, it will enable us to carry out considerably more research, primar- 
ily not for our own education, but for the purpose of providing it back to 
HEW and the educational community. 

One unrecognized hero in our group today that I would like to mention 
and thank is C.P. Howland, who has arranged all the logistics, and probably 
had more contact with the students than all the people in the room. If 
you really want to learn about student opinion, I think C.P. could talk at 
great length about the educational process. He had the primary task of 
"sell" in Yale College. 

The other thing we have thought long and hard about is what kind of 
federal legislation is useful to us in advancing higher education. Again, 
there are as many opinions as there are people, maybe. But one prime thing 
has been the secondary money market, whether it is a two-paper scheme, as 
Bruce and somebody else described here today, or whether it is income con- 
tingent, I think, is not important. I think the mechanism of a secondary 
market is all important. So we probably will be doing some thinking and 
some coordination with foundations and with interested governmental agencies 
and committees on that in the near and continuing future. I think that it 
behooves all of us to develop some grass roots opinions from people who are 
going to represent us in the administration and in Congress on the subject 
of advancing higher education so there will be some continuing effort on 
our part, at least as far as the secondary money market is concerned, to 
show the advisability of having longer terms than the conventional programs. 
Because although students may not like thirty-five years, they might prefer 
ten — and I think Bruce would support that contention. 
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Also, there is an intermediate term that people might be looking for 
in the fifteen to twenty year range, maybe twenty-five, and we would like 
to see enabling federal legislation that would permit this to happen, if 
people wanted to use those kinds of terms in higher education. 

Any other questions? It has been a long and arduous two days. We 
will be putting out the transcript as rapidly as the young lady will 
develop it, and we can edit it. We will shoot to be more timely than our 
last seminar transcript, and all the tables and data which people have 
presented will be appended to it and distributed to you. 
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dollars and the donor gives $200,000 more, the school will have assets of 
$1,200,000. However, if, on the other hand, the donor directs the school 



160 




POSTSCRIPT 



As these proceedings go to press the first year of Tuition 
Postponement lending is ending successfully. Approximately 1,500 
students at Yale were able to finance part of their educational costs 
through the Plan, including slightly over 25 per cent of undergraduate 
students. Attached as Appendix 1 is a tabulation of loans mad*: in 
the three major areas of the University. 

The strong interest of graduate students in the Plan, combined 
with financial need which far outstrips those funds available through 
the National Defense Education Act program, has led Yale to offer 
participation in the Plan to a much larger group of graduate students 
for 1972-73. We project that approximately 610 Graduate School 
students will use the program to finance about $635,000 of their 
educational expenses. 

Several other universities have announced loan plans which in 
various ways relate the payments a borrower must make to his income, 
the central feature of Tuition Postponement. Each plan is different, 
and each has provisions applicable to that university only. Yet all 
share the common goals of maintaining financial stability for the 
university and reducing the potential burden of educational loan 
repayments on students. 
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Appendix I 



1971-1972 TPO Participation 



Yale College 
($813,000) 

1972 

1973 

1974 

1975 



Men 


Women 


Total 


186 


17 


203 


204 


30 


234 


241 


43 


284 


370 


78 


448 



TOTAL UNDERGRADUATE 



1,001 168 



1,169 



Graduate School 34 

($47,000) 



Professional Schools 
($176,000) 



245 52 



297 



OVERALL YALE PARTICIPATION 
($1,036,000) 



1,280 



ERIC 



176 

17 $ 



234 



1,514 




Appendix I (Continued) 

Analysis of Undergraduate Participation 



Group 


% of Group 
Participates 


% of Aid Students 
Participating in TPO 


% of Non-Aid Students 
Participating in TPO 


% of Participant! 
on Financial Aid 


1972 Men 


19% 


31% 


8% 


77% 


Women 


12 


22 


6 


71 


1973 Men 


23% 


32% 


13% 


75% 


Womt 


15 


25 


8 


70 


1974 Men 


25% 


36% 


16% 


66% 


Women 


19 


37 


8 


74 


1975 Men 


36% 


57% 


16% 


78% 


Women 


28 


45 


11 


82 


Men 


26% 


39% 


13% 


74% 


Women 


20 


35 


8 


77 


Total 


25% 


39% 


12% 


75% 



ERIC 




, 17&7 



